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Investment Companies Industry Developments—2013/14

Notice to Readers
This Audit Risk Alert (alert) replaces Investment Companies Industry
Developments—2012/13.
This alert is intended to provide auditors of financial statements of investment
companies with an overview of recent economic, industry, technical, regulatory, and professional developments that may affect the audits and other engagements they perform. This alert also can be used by an entity's internal
management to address areas of audit concern.
This publication is an other auditing publication, as defined in AU-C section
200, Overall Objectives of the Independent Auditor and the Conduct of an Audit
in Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards). Other auditing publications have no authoritative status;
however, they may help the auditor understand and apply generally accepted
auditing standards.
In applying the auditing guidance included in an other auditing publication,
the auditor should, using professional judgment, assess the relevance and appropriateness of such guidance to the circumstances of the audit. The auditing
guidance in this document has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on
by a senior technical committee of the AICPA.
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Technical Manager
Accounting and Auditing Publications
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Accounting Standards
Feedback
The Audit Risk Alert Investment Companies Industry Developments is published annually. As you encounter audit or industry issues that you believe
warrant discussion in next year's alert, please feel free to share them with us.
Any other comments you have about the alert also would be appreciated. You
may e-mail these comments to A&APublications@aicpa.org.
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How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your investment company audits and also can be used by an entity's internal management
to identify issues significant to the industry. It also provides information to
assist you in achieving a more robust understanding of the business, economic,
and regulatory environments in which your clients operate. This alert is an
important tool to help you identify the significant risks that may result in the
material misstatement of financial statements and delivers information about
current accounting, auditing, and regulatory developments. For developing issues that may have a significant impact on the investment company industry
in the near future, the "On the Horizon" section provides information on these
topics, including guidance that either has been issued but is not yet effective
or is in a development stage.
.02 This alert is intended to be used in conjunction with the Audit Risk
Alert General Accounting and Auditing Developments—2013/14 (product nos.
ARAGEN13P, ARAGEN13E, or WGE-XX), which explains important issues
that affect all entities in all industries in the current economic climate. You
should refer to the full text of accounting and auditing pronouncements, as
well as the full text of any rules or publications that are discussed in this
alert.
.03 It is essential that the auditor understand the meaning of audit risk
and the interaction of audit risk with the objective of obtaining sufficient appropriate audit evidence. Auditors obtain audit evidence to draw reasonable
conclusions on which to base their opinion by performing the following:

r
r

Risk assessment procedures
Further audit procedures that comprise
— tests of controls, when required by generally accepted auditing standards (GAAS) or when the auditor has chosen
to do so
— substantive procedures that include tests of details and
substantive analytical procedures

.04 The auditor should develop an audit plan that includes, among other
things, the nature and extent of planned risk assessment procedures, as determined under AU-C section 315, Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement (AICPA, Professional Standards). AU-C section 315 defines risk assessment procedures as the audit procedures performed to obtain an understanding of the entity and its environment,
including the entity's internal control, to identify and assess the risks of material misstatement, whether due to fraud or error, at the financial statement
and relevant assertion levels. As part of obtaining the required understanding
of the entity and its environment, paragraph .12 of AU-C section 315 states that
the auditor should obtain an understanding of the industry, regulatory, and
other external factors, including the applicable financial reporting framework,
relevant to the entity. This alert assists the auditor with this aspect of the
risk assessment procedures and further expands the auditor's understanding
of other important considerations relevant to the audit.
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Economic and Industry Developments
Investment Company Trends
.05 As discussed in the Investment Company Institute's (ICI) 2013 Investment Company Fact Book, U.S. registered investment companies managed
$14.7 trillion at year-end 2012 for nearly 94 million U.S. investors, a $1.7 trillion increase from year-end 2011. Major stock indexes in the United States
and abroad rose during 2012, contributing to an increase in total net assets
invested in domestic and international equity markets. In addition, the value
of nondomestic securities held by U.S. equity and bond funds was higher due
to a weaker U.S. dollar.
.06 Investment companies have been among the largest investors in the
domestic financial markets over the past 20 years. They held a significant
portion of the outstanding shares of U.S.-issued stocks, bonds, and money
market securities in 2012 and managed 23 percent of households' financial
assets at year-end 2012, up slightly from 2011.
.07 Additional facts and figures can be found in the ICI 2013 Investment
Company Fact Book at www.ici.org.

Mutual Fund Trends
.08 According to the ICI 2013 Investment Company Fact Book, with $13.05
trillion in assets as of December 31, 2012, the U.S. mutual fund industry
increased $1.4 trillion from December 31, 2011. The growth was primarily
driven by market value increases in equity, bond, and hybrid fund assets. For
the year ended December 31, 2012, mutual fund industry assets had a net
cash inflow to long-term funds of nearly $0.2 trillion, whereas net withdrawals
from money market funds were less than $500 million. According to the ICI's
Trends in Mutual Fund Investing, March 2013, the trends occurring in 2012
have continued in 2013 as the industry's assets increased to $13.95 trillion as
of May 31, 2013.
.09 Average expenses paid by mutual fund investors continued their downward trend in 2012 and 2013. Mutual fund expenses have trended lower over
the past two decades due to economies of scale, competition among existing
fund sponsors, and new fund sponsors in the industry. Other factors include
the shift by investors toward no-load share classes, particularly institutional
no-load share classes, which tend to have lower-than-average expense ratios.
Additionally, investor demand for index funds, which generally have lowerthan-average expense ratios relative to actively managed funds, has increased
over this time period. Fee-conscious investors have been putting pressure on
fund companies to offer low-cost options.
.10 Readers can access the latest monthly mutual fund statistics from the
ICI Trends in Mutual Fund Investing at www.ici.org.

Money Market Funds
.11 According to the ICI 2013 Investment Company Fact Book, money
market funds experienced only a small aggregate net outflow of $336 million
in 2012, which was a contrast to sizable outflows seen in the previous three
years (net outflows of $124 billion, $524 billion, and $539 billion in 2011, 2010,
and 2009, respectively). This trend improvement was helped by a surge of cash
inflows in November and December of 2012, which offset outflows earlier in
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the year. The cash inflows seen near year-end 2012 were sourced from the
proceeds from equity mutual fund sales. Those sales were spurred by investor
uncertainty of possible higher federal tax rates and automatic government
spending cuts in early 2013. According to the ICI's Trends in Money Market
Fund Investing, July 2, 2013, the money market fund industry's total net asset
value (NAV) has experienced a moderate net cash outflow of approximately
$60 billion during the first half of 2013. This moderate outflow trend may be
associated with a reduction in market uncertainty that existed at year-end
2012.
.12 In 2010, the SEC adopted changes to money market funds in response
to the 2007–2008 financial crisis (financial crisis). These amendments and
new requirements were intended to reduce risk in the market following the
significant redemptions and "breaking the buck" seen during the financial crisis
but were not intended to impart fundamental changes to the money market
fund industry. In an effort to impart more fundamental changes to the industry,
the SEC proposed two alternatives for money market fund rule amendments
in June 2013. See the "Money Market Fund Reform" section of this alert for
more information on current developments.

Exchange-Traded Funds
.13 In the past 5 years, demand for exchange-traded funds (ETFs), which
are typically based on indexes and tend to have lower costs than mutual funds,
has increased as institutional investors found ETFs to be a convenient vehicle
for participating in, or hedging against, significant swings in the stock market.
Increased awareness of these investment vehicles by retail investors and their
financial advisers has also influenced demand for ETFs. According to the ICI's
Statistics on Exchange-Traded Funds, April 2013, assets in U.S.-listed ETFs,
including the value of shares issued and redeemed by ETFs, totaled approximately $1.48 trillion at May 31, 2013, an increase of 32 percent from May 31,
2012, when assets totaled $1.12 trillion.
.14 Increased investor demand for ETFs led to a rapid increase in the
number of ETFs created by fund sponsors in the past decade. During the period 2001-2011, more than 1,200 ETFs were created, and few ETFs had been
liquidated. This trend has begun to level off recently, evidenced by the fact that
there was nearly the same number of U.S.-listed ETF products as of May 31,
2013, as there were as of May 31, 2012 (1,218 and 1,212, respectively).
.15 Readers can access the latest monthly ETF data from the ICI
exchange-traded funds statistics at www.ici.org.

Conclusions
.16 An auditor may consider the overall trend of decreasing management fees and pressure to control fund expenses due to increased costs from
enhanced regulatory and compliance requirements when understanding the
entity and its environment. With increasing competition and pressure from
investors to decrease fees and expenses while enhancing returns, management
may have incentive to act more aggressively when considering investment
choices; accounting policies, including expense allocations to funds; or other significant matters. Additionally, increased regulatory requirements being placed
on more types of funds, including money market and private funds, may expose
a lack of internal resources or regulatory compliance experience on the part of
management.
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.17 As explained in AU-C section 315, obtaining an understanding of
the entity and its environment is a continuous, dynamic process of gathering,
updating, and analyzing information throughout the audit. Gaining an understanding of the entity establishes a frame of reference within which the auditor
plans the audit and exercises professional judgment throughout the audit when

r
r
r
r
r
r
r

assessing risks of material misstatement of the financial statements;
determining materiality in accordance with AU-C section 320,
Materiality in Planning and Performing an Audit (AICPA, Professional Standards);
considering the appropriateness of the selection and application
of accounting policies and the adequacy of financial statement
disclosures;
identifying areas for which special audit consideration may be
necessary (for example, related party transactions, the appropriateness of management's use of the going concern assumption,
considering the business purpose of transactions, or the existence
of complex and unusual transactions);
developing expectations for use when performing analytical procedures;
responding to the assessed risks of material misstatement, including designing and performing further audit procedures to obtain
sufficient appropriate audit evidence; and
evaluating the sufficiency and appropriateness of audit evidence
obtained, such as the appropriateness of assumptions and management's oral and written representations.

European Debt Crisis
.18 The debt crisis in the European Union (EU) continued to evolve during
2013 as austerity measures and bailout administration progressed in countries
such as Spain, Greece, Italy, and Portugal. These efforts have generally tempered some concerns over the short-term collapse of these countries' governments and their respective banking systems. However, the underlying longterm and systemic risks and concerns of collapse have not been eliminated.
The EU's statistics agency communicated that the May 2013 euro zone jobless rate was the highest ever recorded at 12.1 percent, and recent political
instability in Portugal has raised new concerns about how austerity measures
will be implemented in the future. Meanwhile, as the economy in the Republic
of Cyprus continued to decline, a banking crisis occurred in 2013. The crisis was generally fueled by overleveraged banks and significant exposure to
Greek and Cypriot governmental debt. The Cypriot crisis led to an EU bailout
of approximately 10 billion euros, the closure of the country's second largest
bank, and the "taxing" or "levying" of Cypriot bank deposits to help fund the
bailout.
.19 Due to the interrelated lending relationships and the significant debt
exposures among banks in Europe, losses in one country can significantly
affect the stability of other countries. Losses could extend to U.S. financial
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institutions that have exposure to European banks, regardless of the country.
For example, U.S. banks have a large exposure to French banks, which have
substantial exposure to Italy, Greece, and Spain. U.S. financial institutions
have taken steps to mitigate the exposure to European banks, which include
reviewing and limiting counterparty exposures and building additional capital. In addition, another risk that has been discussed is that a country could
leave the euro currency. Depending on the country and the conditions of the
departure, such a change could have significant effects on the value of the
currency.
.20 Paragraphs 20–21 of Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC) 825-10-50 explain that, except in
certain scenarios, an entity should disclose all significant concentrations of
credit risk arising from all financial instruments, whether from an individual
counterparty or groups of counterparties. The following should be disclosed
about each significant concentration:

r
r

r

Information about the (shared) activity, region, or economic characteristic that identifies the concentration
The maximum amount of loss due to credit risk that, based on
the gross fair value of the financial instrument, the entity would
incur if parties to the financial instruments that make up the
concentration completely failed to perform according to the terms
of the contracts and the collateral or other security, if any, for the
amount due, proved to be of no value to the entity
With respect to collateral, all of the following:
— The entity's policy of requiring collateral or other security
to support financial instruments subject to credit risk
— Information about the entity's access to that collateral or
other security
— The nature and a brief description of the collateral or
other security supporting those financial instruments

r

With respect to master netting arrangements, all of the following:
— The entity's policy of entering into master netting arrangements to mitigate the credit risk of financial instruments
— Information about the arrangements for which the entity
is a party
— A brief description of the terms of those arrangements,
including the extent to which they would reduce the entity's maximum amount of loss due to credit risk

.21 Entities should evaluate any concentrations of credit risk to determine
whether these disclosures are appropriate under the circumstances. Depending on an investment company's direct or indirect exposure to debt from troubled European countries, this may be a consideration. Registered investment
companies may also want to consider disclosing these occurrences as current
market events in the "Management's Discussion of Fund Performance" section
of the respective SEC filings.
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Legislative and Regulatory Developments
Recovery of EU Tax Withholdings Based on the European Court
of Justice’s 2012 Decision
.22 On May 10, 2012, the European Court of Justice (ECJ) ruled that foreign investment funds that invest in French companies should not be liable for
withholding tax on dividends. French investment funds have been exempt from
French tax on dividends received from a French company, while foreign funds
(including EU and U.S. domiciled funds) have been subject to a withholding
tax. This withholding tax is 30 percent (or 25 percent before January 1, 2012),
unless the tax rate is reduced under an applicable tax treaty. The ECJ concluded that levying a withholding tax on non-French funds was a restriction to
the EU principle on free movement of capital and could not be supported by any
valid justification. The ECJ's decision on the French withholding tax issue also
has implications for other EU member nations that have similar withholding
tax laws.
.23 As a result of the ECJ's ruling, foreign funds have begun filing for
refunds of withholding taxes paid to the French government and other EU
member nations. Accounting for the withholding tax refund has become a relevant issue for the mutual fund industry in 2013, as more funds apply for
the refunds, and some refunds are ultimately received. Withholding taxes on
dividend and interest income may be characterized as a form of income tax
within the scope of FASB ASC 740, Income Taxes. Under this characterization, a fund would follow the more-likely-than-not recognition threshold model
in FASB ASC 740 when determining the appropriate and timely recognition
of any related refund of such withholding taxes. This recognition threshold
model, discussed extensively in FASB ASC 740-10-25 through 740-10-55, requires an entity to recognize a tax position when the entity concludes the
position is more likely than not, based on the technical merits, to be sustained
upon examination by a taxing authority that has full knowledge of all relevant
information. The ECJ's 2012 ruling would be a relevant piece of information
during an entity's consideration of the technical merits of this particular tax
position.
.24 In practice, a fund may conclude that the position would be sustained
upon examination by a taxing authority and would then need to determine and
recognize the largest amount of benefit that is greater than 50 percent likely
of being realized upon settlement. In doing so, a fund would likely consider
the collectability of the recognized tax refund receivable, including the costs
that would be incurred to pursue and collect the receivable (that is, litigation
costs), the potential for a negotiated settlement, and the foreign jurisdiction's
ability to pay. These collectability considerations may ultimately lead a fund
to conclude that the more-likely-than-not recognition threshold has not been
achieved and, therefore, does not record a tax receivable. Alternatively, if a
fund does conclude that the threshold has been achieved and recognizes a tax
receivable, collectability risk may require a partial or full reserve against the
tax receivable on the statement of assets and liabilities.

Centrally Cleared Swap Mandate
.25 In July 2010, the Dodd-Frank Wall Street Reform and Consumer
Protection Act (Dodd-Frank Act) was signed into law. Title VII of the
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Dodd-Frank Act (Title VII) established a comprehensive new regulatory framework for swaps and security-based swaps. One of Title VII's broad objectives is improved over-the-counter (OTC) derivatives market transparency,
which is intended to be achieved through a variety of new requirements currently being enacted through the U.S. Commodity Futures Trading Commission (CFTC) and SEC rules.1 These new requirements include, among
other items, the clearance of eligible instruments through a central clearing party (discussed in the subsequent paragraph), electronic trading of OTC
derivatives through swap execution facilities, reporting to swap data repositories, and the implementation of internal and external business conduct
standards.
.26 Among the Title VII requirements is central clearing of eligible OTC
derivatives (including most swap agreements). Central clearing requires a central clearing party (CCP, also referred to as a derivatives clearing organization)
that functions as an intermediary between the buyer and seller. Two distinct
contracts are formed, one between the CCP and the buyer and one between
the CCP and the seller. This method is in contrast to the bilateral trading
model that has historically been used in the OTC derivatives market, whereby
the buyer and seller directly enter into the OTC derivative contract with no
intermediary.
.27 A multiphase implementation of the central clearing requirement has
occurred during 2013 for most interest rate swaps and credit default swaps
regulated by the CFTC. The implementation dates varied based on the type
of market participant. As outlined in the CFTC's November 28, 2012, Release No. PR6429-12, "CFTC Issues Clearing Determination for Certain Credit
Default Swaps and Interest Rate Swaps," the central clearing implementation was required for swaps entered into on or after the following dates in
2013:

r
r

r

March 11, 2013, for "Phase 1" entities, including swap dealers (SDs), security-based SDs, major swap participants (MSPs),
security-based MSPs, or active funds.
June 10, 2013, for "Phase 2" entities, which generally include
all other financial entities, with the exception of those in "Phase
3" (see subsequent bullet point) and those entities who elect an
exception from mandatory clearing under Section 2(h)(7) of the
Commodity Exchange Act (CEA). Commodity pools, private funds,
and persons predominantly engaged in activities that are in the
business of banking, or in activities that are financial in nature,
are included within the definition of Phase 2 entities.
September 9, 2013, for "Phase 3" entities, which generally include Employee Retirement Income Security Act of 1974 pension
plans, and all other accounts managed by third-party investment
managers.

1
Title VII provides that the U.S. Commodity Futures Trading Commission (CFTC) will regulate "swaps," the SEC will regulate "security-based swaps," and the CFTC and SEC will jointly
regulate "mixed swaps." In July 2012, the SEC and CFTC issued Final Rule No. 33-9338, Further
Definition of "Swap," "Security-Based Swap," and "Security-Based Swap Agreement;" Mixed Swaps;
Security-Based Swap Agreement Recordkeeping. The Final Rule provides interpretations under the
Commodity Exchange Act and the Securities Exchange Act of 1934 to further define the term swap,
among other terms, in order to provide clarity of the scope of Title VII.
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.28 The following illustration summarizes the central clearing model rule
writing period and implementation:
July 2010

Dodd-Frank
Financial
Reform Bill
signed

Q1 2012

Q3/4 2012

Q1 2013

Q3 2013

Q2 2013

CCPs required
to submit
initial product
list for clearing
determination

Finalization of
central clearing
rules (CFTC)

Mandatory
clearing for
swap dealers,
major swap
participants,
and “active
funds”

Mandatory
clearing for
commodity
pools, “private
funds,” and
persons
predominately
engaged in
banking or
finance

Mandatory
clearing for
managers of
3rd party
subaccounts,
pension funds,
and all other
persons not
exempt from
the clearing
requirement

.29 The central clearing mandate intends to reduce counterparty default
risk by incorporating a CCP margin reserve fund that guarantees the creditworthiness of both counterparties. The buyer and seller parties contribute margin
requirements, through their respective clearing members, to the CCP's guarantee fund. These margin requirements include an "initial" margin requirement
and subsequent "variation" margin requirements. The initial margin requirement is paid by both counterparties, through their clearing members, to the
CCP when the centrally cleared swap contract is executed. This initial margin,
typically in the form of cash or qualifying highly liquid, high-quality short-term
securities, is held by the CCP in a default fund to be used in the event of default
by a counterparty. Following the initiation of the contract, on a daily basis, the
CCP marks the contract to market based on prevailing market prices. This
incremental daily change in the derivative contract's value represents a net
gain for one counterparty and a net loss for the other counterparty. The value
of the daily net loss represents the "variation" margin for that given day, which
is settled daily by a cash transfer from the counterparty, who incurred the net
loss via the clearing member to the CCP.
.30 The following illustration explains the differences between the bilateral model and the central clearing model:

Bilateral Model

Fund

Executing
Broker (as
principal for
counterparty)

Central Clearing Model

Fund

Clearing
Member
(CM)

CCP

Executing Broker
(as CM and agent
for counterparty)
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.31 The following illustration explains the trade flow in the central clearing model:

Electronic Execution
Venue

Swap Buyer

Swap Seller

Swap Data
Repository

Trade Capture

Central
Counterparty

Margin

Custodian
(Buy Side)

Clearing Member
(Buy Side)

Margin

Clearing Member
(Sell Side)

.32 Several accounting and reporting considerations arise in conjunction
with the adoption and implementation of the central clearing requirements.
These considerations may include, but are not limited to, the following:

r

Balance sheet offsetting considerations for centrally cleared derivative instruments and related collateral pursuant to FASB ASC 210,
Balance Sheet and FASB ASC 815, Derivatives and Hedging. The
terms of derivative contracts and master netting arrangements
have likely been changed or amended through novation as central clearing is adopted and implemented. Entities may consider
reviewing the revised or new contractual terms, and, with the assistance of legal counsel, reassess the gross or net balance sheet
presentation conclusions (and related disclosure requirements established through FASB Accounting Standards Update [ASU] No.
2011-11, Balance Sheet (Topic 210): Disclosures about Offsetting
Assets and Liabilities). In doing so, an entity may consider the
contract terms relative to the criteria in FASB ASC 210-20-45-1,
which include the following:
— Each of two parties owes the other determinable
amounts.
— The reporting party has the right to set off the amount
owed with the amount owed by the other party.
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—

The reporting party intends to set off.

—

The right of set off is enforceable at law.

Principal and agent considerations for brokers or advisers who
are acting as clearing members within the central clearing model.
Executing brokers may have commonly found themselves functioning as principals under the bilateral model but may likely
be considered agents between the counterparty and the CCP in
the centrally cleared model. Considerations in FASB ASC 47050-55 may be relevant guidance during an evaluation of principal
and agent considerations. Executing brokers that transition from
principal to agent would no longer record the derivatives on their
balance sheet.
Initial and subsequent recognition for the various fees incurred
under the central clearing model. Fees associated with trading
and management processes in the central clearing model may
include, but are not limited to, the following:
— Upfront fees.
— Clearing broker or member fees.
— Central clearing party and clearing house fees (and related
volume discounts).
— Maintenance fees.
— Price alignment interest fees,

r

As entities adopt and implement the central clearing requirement
and such fees are incurred, entity management and their auditors may consider conducting an evaluation that (a) scrutinizes,
with assistance from legal counsel as necessary, contractual arrangements and underlying terms to ensure all fees are identified
and understood, then (b) determines the appropriate recognition
method and accounting policy for each fee, based on relevant accounting principles generally accepted in the United States of
America (U.S. GAAP). For investment companies, U.S. GAAP relevant to such an evaluation may include "Pending Content" in
FASB ASC 946-320-30-1, which explains that certain fees that
are considered to be commissions may be accounted for as part of
the securities' recorded transaction price.
Hedge designation criteria. Entities that utilize hedge accounting
for existing derivative contracts may reassess hedge designation
criteria as the contract novation occurs (change from a bilateral
trade contract to a centrally cleared trade contract). However,
this accounting issue is not explored within this alert because
investment companies generally do not utilize hedge accounting.

.33 Readers should consider all applicable provisions of the Dodd-Frank
Act, Title VII, and related final and proposed rules of the CFTC and SEC.

Extension of the Ban on Third-Party Solicitations in the
Pay-to-Play Rule
.34 Rule 206(4)-5, Political Contributions by Certain Investment Advisers
(pay-to-play rule), under the Investment Advisers Act of 1940 (Advisers Act),
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which was adopted in June 2010, among other provisions, addresses third parties soliciting on behalf of an investment adviser. The rule prohibits an adviser
(including, among others, executives and certain employees of the adviser, referred to as covered associates) from paying a third party to solicit a government
client for investment advisory services on its behalf, unless the third party is
an SEC-registered investment adviser, an SEC-registered broker-dealer, or
municipal adviser subject to similar pay-to-play restrictions.
.35 At the time of initial adoption by the SEC, the compliance date for
the third-party solicitation ban was September 13, 2011, which was intended
to provide advisers and third-party solicitors with sufficient time to conform
their business practices to the rule and revise their compliance policies and
procedures to prevent violations. Likewise, the transition period was designed
to provide an opportunity for the Financial Industry Regulatory Authority
(FINRA) to adopt similar pay-to-play rules and for the SEC to assess whether
the rules met the specific requirements of the pay-to-play rule. After the payto-play rule was adopted, a new category of registrants, called municipal advisers, was created as a result of the Dodd-Frank Act. Municipal advisers were
subsequently included by the SEC as another type of third party potentially
excepted from the third-party solicitor ban. In the case of broker-dealers and
municipal advisers, the ban stated that solicitors must be subject to the pay-toplay restrictions that are expected to be adopted by FINRA and the Municipal
Securities Rulemaking Board.
.36 Due to delays in the adoption of a FINRA pay-to-play regulation and
implications resulting from the addition of the municipal advisers category, the
SEC has extended the third-party solicitation ban compliance date on multiple
occasions. The most recent compliance date extension for the third-party solicitor provisions was issued in the June 8, 2012, Final Rule Release No. IA-3418,
Political Contributions by Certain Investment Advisers: Ban on Third-Party
Solicitation; Extension of Compliance Date. This final rule extended the compliance date until nine months after the compliance date of a final rule adopted by
the SEC by which municipal advisers firms must register under the Securities
Exchange Act of 1934. Such a rule for municipal advisers was adopted by the
SEC on September 18, 2013 (Final Rule Release No. 34-70462, "Registration
of Municipal Advisors"). Section V of the municipal advisers rule describes the
various compliance dates for municipal advisers to complete their applications
for permanent registration. The earliest compliance date described therein is
July 31, 2014, for certain municipal advisory firms that are currently registered
under the existing temporary registration rules.
.37 The SEC expects that the additional nine months will provide sufficient time for advisers to assess the rules and adjust compliance policies and
procedures as needed.
.38 Readers can access the full text of Release Nos. IA-3418 and 34-70462
on the SEC website at www.sec.gov. Auditors may wish to discuss the transition
period and applicable compliance dates with their clients and encourage management to adjust compliance policies and procedures in the allotted transition
period.

Newly Appointed SEC Chair—Mary Jo White
.39 Mary Jo White was sworn in as the 31st chair of the SEC on April
10, 2013. Prior to being appointed to that position, White's previous experience
included 12 years serving in the U.S. Attorney's offices of the Southern and

ARA-INV .39

12

Audit Risk Alert

Eastern Districts of New York, with her most recent post as U.S. Attorney for
the Southern District of New York. Prior to, and immediately after, her time
at the U.S. Attorney's offices, she worked at Debevoise & Plimpton in New
York as an associate, a partner, and most recently, as chair of the litigation
department.
.40 A new SEC Chair may view and prioritize the initiatives, focus areas,
and direction of the SEC differently from predecessors. Registrants and their
auditors should remain alert for possible changes in the SEC's priorities and
initiatives, including those discussed within this alert. In doing so, registrants
and auditors may consider monitoring and reviewing the topics discussed by
Mary Jo White, and other commissioners, in recent speeches available on the
SEC's website at www.sec.gov/news/speech.shtml.

SEC Staff Comments and Observations
.41 Disclaimer: The following comments and observations were compiled by the AICPA Investment Companies Expert Panel (Expert Panel) and
AICPA staff and are not authoritative positions or interpretations issued by
the SEC or its staff. The highlights were not transcribed by the SEC or its
staff and have not been considered or acted upon by the SEC or its staff. Accordingly, these comments and observations do not constitute a statement of
the views of the SEC or its staff. This is not intended to be a comprehensive
list.

SEC Division of Investment Management’s Financial Statement Reviews

Overview
.42 In accordance with Section 408(c) of the Sarbanes-Oxley Act of 2002
(SOX), at least once every three years the SEC staff reviews filings, including
financial statements of all issuers (registered investment companies and business development companies [BDCs] are included). The SEC staff has noted
there may be instances when funds are reviewed more frequently than once
every three years. For example, a fund that was selected for a targeted review
(for example, based on new products or emerging areas in the market) may
also be selected for a full SOX review.
.43 The SEC staff in the Division of Investment Management consists of 10
accountants, including 2 who specialize in insurance products. The accountants
review annual financial statements (and may also review semiannual financial
statements) and other filings, such as N-Qs, N-14s, and any other filing on
the SEC's website. The accountants also review the registrant's website to
ensure what is depicted on the registrant's website is consistent with what is
filed with the SEC. The SEC staff generally provides their financial statement
review comments verbally, and registrants are generally required to respond
in writing within 30 days. Generally, comment letters and response letters
between the SEC staff and the registrant will be disseminated to the public at
least 20 days after the completion of the review.
.44 The SEC staff has communicated the following financial statement
review comments during Expert Panel calls and meetings:

ASU No. 2011-04
.45 The SEC staff has observed the following review findings pertaining to the adoption of ASU No. 2011-04, Fair Value Measurement (Topic 820):
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Amendments to Achieve Common Fair Value Measurement and Disclosure Requirements in U.S. GAAP and IFRSs:

r

r

r

r

The SEC staff has observed the use of wide ranges of unobservable inputs in the tabular disclosures required by ASU No. 201104. During certain reviews, when the registrants used discounted
cash flow models as the valuation technique and the registrants'
disclosures reflected a wide range of discount rates being used, the
registrants were asked to provide a weighted average range of the
discount rate prospectively. This is consistent with the illustrative
disclosure included in paragraph 103 of FASB ASC 820-10-55.
The SEC staff has referred to the SEC's Division of Corporation Finance (SEC Corp Fin) staff remarks at the 2012 AICPA
National Conference on Banks & Savings Institutions regarding the use of multiple valuation techniques for certain classes
of instruments, when such valuation techniques are not bifurcated by fair value under each valuation approach. The SEC
staff provided an example of a BDC with senior debt classified
as level 3 in the fair value hierarchy, when both a discounted
cash flow valuation technique and a market comparable valuation technique were used for different holdings within senior
debt. Although the BDC did disclose each valuation technique,
it only provided total fair value for the total senior debt and did
not separately disclose the fair value derived from the discounted
cash flow technique and the fair value derived from the market
comparable technique. SEC Corp Fin's remarks are available at
http://sec.gov/news/speech/2012/spch091212sc.pdf.
Some practitioners may observe that the example quantitative
disclosure table included in FASB ASC 820-10-55-103 shows a
security type with two valuation techniques, and the fair value
is not bifurcated between the two techniques. Practitioners may
also be concerned that extensive and detailed disclosure information at a disaggregated level may not be useful to readers of
financial statements because individual level 3 investments may
be immaterial in relation to total assets or total level 3 assets. In
response to such practitioner concerns, the SEC staff explained
that the answer depends on facts and circumstances and noted
guidance in paragraph BC86 of ASU No. 2011-04, which states,
in part, that the objective of the disclosure is not to enable users
to replicate values but to provide enough information to the users
to assess whether the reporting entity's views are significantly
different from their own and, if so, to decide how to incorporate
the reporting entity's fair value measurement in their decisions.
The SEC staff has noted that there appears to be diversity in
practice regarding the extent of significant unobservable inputs
included in quantitative disclosures required by paragraph 2(bbb)
of FASB ASC 820-10-50. The SEC staff provided an example of two
funds within different fund complexes, each holding a similar investment, in which a discounted cash flow model was indicated as
a valuation technique. One fund disclosed only the discount rate as
a significant unobservable input, whereas the other fund included
additional significant unobservable inputs, such as growth rate,
recovery rate, and so on, along with the discount rate. The SEC
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staff reminded registrants that quantitative information about
all significant unobservable inputs used in the calculation of fair
value should be disclosed.
The SEC staff has observed that certain funds did not disclose the
valuation process for level 3 measurements in the footnotes to the
financial statements, as required by paragraph 2(f) of FASB ASC
820-10-50. The SEC staff noted that this disclosure should be included in the audited section of the financial statements (footnotes
to the financial statements), rather than in the Management's
Discussion of Fund Performance (or Management's Discussion &
Analysis for BDCs).
The SEC staff has observed that some investment companies were
not disclosing a description of the interrelationship of unobservable inputs used and how those interrelationships may magnify or
mitigate the effect of changes in the unobservable inputs on fair
value. Disclosure of this interrelationship is required by paragraph 2(g) of FASB ASC 820-10-50 for public entities, such as
registered investment companies and BDCs.

.46 Practitioners should consider these financial statement review comments when preparing, reviewing, or auditing the FASB ASC 820, Fair Value
Measurement, disclosure requirements. For an additional resource, practitioners may refer to the 2013 edition of the AICPA Audit and Accounting Guide
Investment Companies (the investment company guide), which contains ASU
No. 2011-04 implementation guidance and best practices, as well as illustrative
financial statement disclosures.

BDC Observations
.47 The SEC staff has observed the following review findings pertaining
to business development companies:

r

Rule 3-09 of Regulation S-X describes requirements when separate financial statements of a majority-owned unconsolidated significant subsidiary should be filed by a registrant. Rule 3-09 refers
to the three tests described in Rule 1-02(w) of Regulation S-X, substituting 20 percent for 10 percent, to determine whether the investee is a significant subsidiary for purposes of Rule 3-09. When
performing the tests in Rule 1-02(w), as described in the note to
paragraph (w), Regulation S-X requires the use of GAAP financial
statements, which would include the consolidation of any underlying subsidiaries if required under GAAP. Rule 3-09 describes
the circumstances under which the separate financial statements
required must be audited. It also explains that, insofar as is practicable, the separate financial statements required should be as
of the same dates and for the same periods as the registrant.
The separate financial statements of an unconsolidated significant subsidiary that is an investment company, for accounting
purposes, should be prepared in accordance with Regulation S-X,
which would include a full schedule of investments.
The SEC staff observed a recent BDC registration in which the
BDC had a wholly-owned subsidiary, which was a collateralized
loan obligation (CLO). The BDC's management concluded that
the CLO triggered one of the significant subsidiary tests in Rule
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1-02(w), and audited financial statements of the CLO should be
filed by the BDC pursuant to Rule 3-09. Instead of filing the CLO's
audited financial statements, the BDC included the CLO's financial statements without the audit opinion in a footnote to the
BDC's financial statements and marked the footnote as unaudited. The SEC staff indicated when a BDC triggers Rule 3-09
and is required to file audited financial statements of the significant subsidiary, the subsidiary's financial statements should be
filed under either Item 8 or Item 15 of Form 10-K and should not
be included in an unaudited footnote to the registrant's financial
statements.
Moreover, when a registrant is required to file the financial
statements of an unconsolidated majority-owned subsidiary under Rule 3-09 but the financial statements of the majority-owned
subsidiary will not be filed until after the original due date of the
registrant's Form 10-K, the registrant must include Rule 4-08(g)
summarized financial information in its audited financial statements. This is described in Section 2420.5 of the SEC Corporation
Finance Financial Reporting Manual.
When a registrant with a significant subsidiary is required by Rule
4-08(g) of Regulation S-X to include summarized financial information in the notes to the registrant's financial statements, the
SEC staff indicated that it is acceptable to file separate audited
financial statements of the significant subsidiary that are compliant with U.S. GAAP and Regulation S-X in lieu of the summarized
financial information. Guidance in the SEC Staff Accounting Bulletin Topic 6.K should be considered in such situations.
Practitioners should also refer to Investment Management Guidance Update No. 2013-07, which was released in September 2013
and is available on the Division of Investment Management website. It provides additional discussion of the aforementioned reporting requirements and how they should be applied by BDCs.
The guidance update states that Rules 3-09 and 4-08(g) apply to
BDCs. The guidance update also explains that if a BDC is required to present summarized financial information pursuant to
Rule 4-08(g), the Division of Investment Management generally
would not object if the BDC presents summarized financial information in the notes to the financial statements only for each
unconsolidated subsidiary that individually meets the definition
of a significant subsidiary in Rule 1-02(w) but does not present
summarized financial information in the notes to the financial
statements for all unconsolidated subsidiaries. As practitioners
consider the provisions in this guidance update, they are also reminded that it is inappropriate for an entity to structure their
investment positions in order to avoid compliance with the meaning of the rules. If a BDC believes the application of Rule 3-09 or
Rule 4-08(g) results in the presentation of either financial statements or summarized financial information of an unconsolidated
subsidiary that is not necessary to reasonably inform investors,
the BDC should contact the Division of Investment Management's
Chief Accountant's Office at 202.551.6918 or imoca@sec.gov.
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The SEC staff has observed instances in which BDCs and registered investment companies are formed by acquiring partial
portfolios of private funds or by acquiring entire private funds
(either before or after the effectiveness of the initial registration
statements) to the extent permitted under the Investment Company Act of 1940 (the 1940 Act). In such instances, questions arise
about whether the private fund's financial statements or other information should be included in the registration statement. The
SEC staff explains that when an entity is determining what information may need to be included, registrants should ensure,
among other things, that investors of the existing private fund(s)
do not have more recent and relevant information than potential
investors of the new registrant about the product being offered.
Generally, the SEC staff's position is that if a BDC or registered
investment company (RIC) acquires (or if it is probable, the registrant will acquire) a significant portion of a private fund, an entire private fund, or multiple private funds, at least two years of
audited Regulation S-X and U.S. GAAP compliant financial statements of the private fund(s) should be included in the registration
statement (including a full schedule of investments, as opposed to
a condensed schedule of investments). In certain circumstances,
the SEC staff may also request unaudited interim financial statements of the private fund(s), seed financial statements, pro forma
financial statements, an audited special purpose schedule of investments to be acquired, or supplemental information that has
been provided to private fund investors. In addition, there may be
circumstances when additional narrative information regarding
the adviser's decision to select a private fund(s) or a significant
portion of a private fund(s) to be acquired should be disclosed. The
aforementioned narrative disclosure should be similar to what is
described in item (d) of the subsequent paragraph. The SEC staff
may also request management representations regarding any material changes in the fair value of any investment since the date of
the last audited or interim financial statements presented in the
filing, similar to what is described in item (e) of the subsequent
paragraph.
If a BDC or RIC is going to acquire a small portion of a private
fund's assets or small portions of assets of multiple private funds,
then the SEC staff generally would not object to the registrant
including, in lieu of audited private fund financial statements, an
audited special purpose schedule of investments to be acquired,
which would include only those assets that will be purchased by
the registrant. The audited special purpose schedule of investments to be acquired should clearly describe each asset to be acquired, which would include, among other things, disclosure of
any noncash interest rate (for example, payment in kind [PIK]).
The registrant should also disclose historical and other information about the assets to be acquired from the private fund(s) that
would be pertinent to the users of the financial statements, such
as the following:
a. Disclosure of any asset that was on partial interest accrual
or nonaccrual of interest in any of the last two or three
years, as applicable

ARA-INV .47

17

Investment Companies Industry Developments—2013/14

b. Disclosure of any material changes in the creditworthiness
of any borrower in any of the last two or three years, as
applicable
c. Disclosure of any restructuring of an asset in the last two
or three years, as applicable, such as changes in interest rate, changes in the type of interest (cash to PIK, for
example), or changes in the maturity date
d. Narrative disclosure to address the risk of cherry-picking
(for example, an adviser causes the BDC or other investment company to purchase nonperforming assets from a
private fund), such as a description of why certain assets are being acquired while other assets are not being
acquired, as well as a comparison of the performance of
acquired assets and the performance of those assets not
acquired
e. Either management representation in the registration
statement that the fair values of the assets to be acquired
have not materially changed since the last audit of each
private fund's financial statements, or, if the fair value did
materially change, disclosure of the new fair values of the
assets
In addition, when BDCs and other registered investment companies are formed by acquiring partial portfolios of private funds
or by acquiring entire private funds (either before or after the
effectiveness of the initial registration statement), the staff may
request the registrant to include in the registration statement
seed financial statements, pro forma financial statements, or more
recent audited or unaudited financial statements or a special purpose schedule of investments to be acquired. More recent financial
information should be considered if, for example
a. investors in the private fund(s) have received more recent
audited or unaudited financial information about the private fund(s) that was not filed with the SEC;
b. significant time has passed between the date of the most
recent private fund financial statements or special purpose
schedule of investments to be acquired;
c. there has been significant turnover in any private fund(s')
portfolio since the date of the most recent private fund(s')
financial statements or the date of the most recent special
purpose schedule of investments to be acquired; or
d. there has been a significant change in the assets (for example, change in fair value of the assets, change in the
individual assets selected to be acquired, change in the
terms of the assets, and so on) that will be acquired from
the private fund(s).

r

The SEC staff recently considered nontraded
BDC "fee waiver and expense reimbursement
plans," under which the adviser waives fees or
pays expenses of the BDC to the extent necessary for distributions not to be sourced from
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return of capital (some plans are designed to prevent a book return of capital, and others are designed to prevent a tax return of capital). These
plans typically support a policy of maintaining a
high, fixed distribution rate. For example, a BDC
with a 9-percent distribution rate target may not
have income or earnings and profits sufficient
to maintain the 9-percent distribution rate without sourcing part of the distribution from return
of capital. In such a situation, the adviser may
waive fees or pay the BDC's expenses to the extent necessary for the BDC's income or earnings
and profits to equal the amount of the distribution. Typically, these plans provide a mechanism
for the adviser to recoup in the future from the
BDC the amount of the fees waived or expenses
paid on behalf of the BDC. The SEC staff's position is that any recoupment payment must be
conditioned on (1) an expense ratio (excluding
management or incentive fees) that, after giving
effect to the recoupment, is lower than the expense ratio (excluding management or incentive
fees) at the time of the fee waiver or expense
reimbursement and (2) a distribution level (exclusive of return of capital, if any) equal to, or
greater than, the rate at the time of the waiver
or reimbursement. Recoupment of fees waived
or BDC expenses paid must occur within three
years of the date of the waiver or payment. The
SEC staff has encouraged registrants to provide
clearer explanations of how these plans operate.
Finally, the SEC staff has been asking for enhanced disclosure of the terms of the recoupment
agreement and a chart explicitly describing the
amount of the expenses subject to recoupment,
the expense ratio and distribution level at which
the adviser can recoup the waived or reimbursed
expenses, and the expiration date(s) of the recoupable amount. Disclosure of these types of arrangements should be included in various documents, such as the registration statement, the
financial statements, and marketing materials,
specifically where references to distribution rates
and yields and distributions are made.
The SEC staff recently considered the calculation and disclosure of an incentive fee for a BDC
holding a total return swap (TRS) referenced to
an underlying basket of loans. Although Section
15(a)(1) of the 1940 Act states that the advisory
contract must precisely describe the fees charged
to the BDC, the SEC staff has observed that advisory contracts for certain nontraded BDCs do
not precisely describe such fees. These advisory
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contracts typically do not state much more than
the fact that the Adviser's Act formula for calculating the maximum fee based on capital gain
would apply to the sale or liquidation of portfolio securities. A TRS is a contractual arrangement with a counterparty intended to provide
the BDC with exposure to certain specified reference assets. The SEC staff observed that certain
BDCs were calculating capital gain incentive fees
on the TRS, with certain specified loans as reference securities based on GAAP requirements
for accounting and reporting (for instance, under
GAAP, all payments received from the TRS are
reported as realized gains and, therefore, BDCs
were including all payments received from the
TRS in the capital gains incentive fee calculation). Although this is more of a legal, rather than
an accounting, interpretation, in response to SEC
staff comments, BDCs have indicated they will
calculate the incentive fees on TRS based on a
"look through" approach as if the BDC held the
loans directly. Under this fee calculation method,
payments received for interest income earned on
the TRS reference loans are included in the income incentive fee calculation (but interest payments received would be reported as realized
gains under GAAP), and the TRS reference loan
realized gains, realized losses, and unrealized depreciation are included in the capital gain incentive fee calculation.
The SEC staff has indicated that advisory contracts must be amended if they do not precisely
describe the incentive fee calculation method or if
that method does not apply the look through approach used by the registrant, as described in the
previous paragraph. Material amendments to advisory contracts must be submitted to shareholders for approval. Because these amendments are
material, the amended contracts require shareholder approval. Registrants that have not used
the look through fee calculation method with respect to TRS in the past but are currently using
the "look through" method, should calculate past
incentive fee amounts using the look through
method and reimburse the BDC for any excess
fees collected from the BDC.

Presentation and Disclosure of PIK Interest
.48 As defined by the FASB ASC glossary, PIK bonds are bonds in which
the issuer has the option at each interest payment date of making interest
payments in cash or additional debt securities. The SEC staff has provided
the following comments related to (a) disclosure when a range of PIK interest
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is allowable under the debt agreement and (b) presentation of PIK interest
income in the statement of cash flows.
.49 Certain registrants have debt investments that pay both PIK and cash
interest. The SEC staff has noticed certain registrants hold debt instruments
that have a provision permitting the issuer to determine a range of PIK interest that will be paid, along with a minimum cash percentage to be paid.
For example, a bond may have a 15-percent stated interest rate that includes
two rate components: (a) a minimum cash interest rate of 10 percent and (b)
a PIK interest rate with a range between 0 percent and 5 percent. The SEC
staff believes that if an issuer has the ability to pay a range of PIK interest,
the current PIK and cash interest rates should be disclosed on the schedule of
investments, along with the possible PIK interest rate range or the maximum
PIK interest rate that could be paid. For example, if the issuer of the bond previously referenced with a 15-percent stated interest rate is currently paying 12
percent cash interest and 3 percent PIK interest as of the date of the financial
statements, then the schedule of investments would disclose the current 12
percent cash and 3 percent PIK interest rates, along with the range of possible
PIK interest rates that could be paid (0-5 percent) or the maximum allowable
amount of PIK interest (0 percent to 5 percent).
.50 With respect to the presentation of PIK interest income on the statement of cash flows, the SEC staff's position is that a regulated investment
company2 with a material amount of PIK interest income should separately
present the PIK interest income. For example, the regulated investment company could either present PIK interest income as a separate reconciling item
within the reconciliation of net increase (decrease) in net assets from operations to net cash provided by (used in) operating activities on the statement
of cash flows (that is, not buried in another line item in the statement of cash
flows, such as purchases of securities) or disclose the amount of PIK interest
income in a footnote to the statement of cash flows.
.51 Registrants are encouraged to consult with the SEC staff when there is
a material amount of PIK interest income, and the registrant does not present
a statement of cash flows.

Auditor Consent Requirements
.52 The SEC staff provided its view on whether an independent registered
public accounting firm's consent is required in circumstances when (a) no financial statements of any kind and (b) no "expertization" language referring
to the firm are included or incorporated by reference in a registration statement. As an example of such circumstances, the accounting firm is named in
Form N-1A, as required by Item 19. In practice, the general counsel of some
funds believe that no consent is necessary in those instances, whereas other
fund general counsel insist on obtaining consent in any context in which the
accounting firm's name appears. Based on Sections 7 and 11 of, and Rule 436
thereunder, the Securities Act of 1933, the SEC staff believes a consent would
not be required of the independent public accounting firm when the firm is
merely referred to on the forms filed with the SEC in a factual manner similar
to any other service provider (for example, pursuant to Item 19[h] of Form
2
Although this position is applicable to all registrants, this comment may be particularly applicable to business development companies (BDCs) because certain BDCs have material amounts of
payment-in-kind interest income.
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N-1A), and no reference is made either to the auditor's report or to the auditor
as an "expert."

Reporting Open Repurchase Agreements on Form N-MFP and the
Schedule of Investments
.53 Open repurchase agreements are agreements under which an investment company purchases securities from a seller who agrees to repurchase
them at a specified price, but have no legally specified maturity date and could
be called by either party and settled within one business day. The SEC staff
recently provided feedback about how to appropriately report open repurchase
agreements as part of the portfolio holdings on Form N-MFP, which is required
to be filed within five business days after the end of each month, pursuant to
Rule 30b1-7. For the purpose of completing Form N-MFP, the maturity date
to be included on the form would be "the next business day." The SEC staff
believes that the weighted average maturity and weighted average life would
be one day for open repurchase agreements, which could be called by either
party the next business day. In addition, when open repurchase agreements
are disclosed in the schedule of investments in the financial statements, it
should be clear the investment may mature within one business day. The SEC
staff would not object to an open repurchase agreement being tickmarked in the
schedule of investments as "redeemable on demand" or "payable on demand."

Leveling Table Classification for Underlying Funds With Annual
and Quarterly Redemptions
.54 The SEC staff has observed that certain registered funds of hedge
funds have investments in underlying funds that include redemption restrictions that allow redemption only on an annual basis. These investments sometimes have been classified as level 2 investments in the funds of hedge funds'
fair value hierarchies. The SEC staff generally believes an underlying fund investment that can only be redeemed on an annual basis should be classified as
level 3 in the fair value hierarchy. However, if an underlying fund investment
allows for quarterly redemption, the SEC staff indicated that they generally
would not object to classification as level 2 in the fair value hierarchy. The SEC
staff's position related to quarterly redemptions is consistent with industry
practice, based on the conclusions reached in Technical Question and Answer
(TIS) section 2220.25, "Impact of 'Near Term' on Classification Within Fair
Value Hierarchy" (AICPA, Technical Practice Aids).

Including an Audited Schedule of Investments in Form N-CSR Filings
.55 The SEC staff observed that certain registrants filed financial statements, including a summary schedule of investments in securities of unaffiliated issuers as described in Rule 12-12C of Regulation S-X (summary schedule
of investments), but filed the complete schedule of investments in securities of
unaffiliated issuers, as described in Rule 12-12 of Regulation S-X, in Form NCSR (Item 6) excluding the independent auditor's report. As discussed in SEC
Release No. IC-26372, the SEC permits a RIC to include a summary schedule
of investments in its reports to shareholders, provided that the complete schedule of investments is filed with the SEC on Form N-CSR semi-annually and is
provided to shareholders upon request, free of charge. The complete schedule of
investments that is filed as of year-end on Form N-CSR should be accompanied
by an independent auditor's report. Illustrative examples of a separate audit
opinion for this purpose can be found in paragraph 11.27 of the investment
company guide.
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Expense Recoupment Period
.56 FASB ASC 946-20-05-8 explains that some expense limitation agreements may provide that reimbursements by the fund adviser of expenses incurred by the fund in excess of the maximum permitted by the prospectus or
offering document will be carried over to a future period and reimbursed to the
fund adviser when, and to the extent that, the total expense ratio falls below the
permitted maximum. Such agreements may provide that reimbursement of excess expenses to the fund adviser is not required (a) after a specified date or (b)
upon conclusion of a specified period from the time the fund initially incurred
(or the adviser initially reimbursed) the expenses, such as three years.
.57 The SEC staff noted that certain recently filed initial registration
statements included a description of a recoupment plan period of five years.
The SEC staff reminds registrants that, generally, the recoupment plan should
have a defined period of three years or less, and if a plan exceeds three years,
the fund should accrue for recoupment expenses.

Other Review Findings
.58 The SEC staff has observed the following other review findings:

r

r

The SEC staff has observed certain fund complexes that did not
include all the required disclosures about lines of credit, specifically, commitment fees on the unused portion of the line of credit.
Rule 6-04.13(b) of Regulation S-X requires registrants to disclose
the information required under Rule 5-02.19(b) of Regulation S-X
regarding unused lines of credit for short-term financing and Rule
5-02.22(b) of Regulation S-X regarding unused commitments for
long-term financing arrangements. Such information should be
disclosed, if significant, in the notes to the financial statements
and should include the amount and the terms of the unused line of
credit, including commitment fees and the conditions under which
lines may be withdrawn.
The SEC staff discussed disclosures when a fund holds a derivative (for example, an option or TRS) when the underlying is a custom basket of securities or customized index. The question arose
regarding whether certain funds are providing adequate disclosure about the underlying holdings in the custom basket or those
comprising the customized index. The SEC staff gave an example of a managed futures fund that held a TRS on a customized
basket when the notional value represented approximately 100
percent of the net assets of the fund, and the fund used the TRS
to meet its investment objectives; however, the fund provided no
transparency of what securities or other holdings comprise the
customized basket. Based on this example, the SEC staff would
expect the fund to provide additional transparency about what is
included in the custom basket.
Although the SEC staff has observed some funds that lack adequate disclosure, they have also noticed other funds that provide
transparency into the holdings in the customized basket. The SEC
staff gave an example of a fund that listed each reference security
or other holding in the custom basket, including the security or
holding name, shares and par value, notional value, unrealized
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r

r

r

appreciation or depreciation, and other pertinent information.
The SEC staff also noted they are reviewing the transparency being provided on fees associated with custom baskets or customized
indexes (for example, the total return on the custom basket may
be net of certain management and incentive fees).
The SEC staff has recently observed certain auditor consent letters that are missing the auditor's signature or date. Also, in
certain circumstances, the SEC staff has observed that the date
of the audit opinion disclosed in the consent letter differs from
the actual date of the audit opinion in the fund's audited financial
statements (for example, the consent letter references an audit
opinion dated February 25, 20X3, but the audit opinion in the
financial statements was actually dated February 26, 20X3).
The SEC staff recently considered a specific fact pattern in which
a registrant created a new legal entity (a "shell" fund with no
operations), and that shell fund acquired assets and liabilities
from a third-party RIC, and that acquired RIC then became the
accounting survivor (the shell fund is the legal survivor). In this
situation, the shell fund has a different auditor than the RIC accounting survivor, and the SEC staff would expect the required
change in auditor notifications and disclosures to be made in accordance with Item 77K of Form N-SAR (Item 77K of Form NSAR refers registrants to certain information required by Item
4 of Form 8-K, which, in turn, refers to certain requirements in
Item 304 of Regulation S-K).
The SEC staff has observed certain BDCs, and funds of funds,
that do not include required disclosures in connection with Rule
12-14 "Investments in and Advances to Affiliates" of Regulation
S-X in their financial statements. This rule requires registrants
to disclose certain financial information about affiliated investments.

Custody Rule Observations
.59 The SEC staff provided clarifying views on when the Custody Rule
requirements must be satisfied, given the following scenarios:

r

Custody Rule application during fund start-up phase. A registered
investment adviser (RIA) launches a private fund, which is an advisory client. In November 2012, the private fund accepted capital
commitments from investors. The fund did not call capital from
investors until January 2013, did not make any investments on
behalf of investors during 2012, and there was no cash activity in
2012. The SEC staff commented that based on this fact pattern,
the adviser would not need to satisfy Custody Rule requirements
for 2012 for that fund.
If the previous scenario was modified whereby the RIA called
capital and received the cash but did not use the proceeds to
buy any securities during 2012, the SEC staff indicated that the
adviser would be deemed to have custody of client assets and
would need to satisfy the Custody Rule for 2012, even though
there is no trading activity during the year. The rationale is that
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r

r

the RIA, after receiving the cash proceeds from the capital call, is
holding client funds for purposes of the Custody Rule.
Custody Rule application during fund liquidation. An RIA managed a private fund from January 1 through November 30, 2012.
The fund liquidated as of November 30, 2012. The adviser did
not manage any other private funds, and the adviser deregistered
from the SEC on December 15, 2012. The SEC staff indicated
that the RIA would need to comply with the Custody Rule for
2012, which may include a liquidation audit.
Custody Rule application during fund wind-down phase. An RIA
manages a private fund with a December 31 year-end that has
been winding down operations. No securities were held by the
fund during 2012 or January 2013; the only assets held during
this time were cash and an escrow receivable. The fund continued
operations through 2012 and early 2013 solely to pay the final
cash distribution to the partners. Further details of the fund are
as follows:
—

XX Partners LP: During 2008, XX sold its last security,
and $10,000 was recorded as an escrow receivable. As of
December 31, 2012, XX held $12,000 in cash, of which
the majority was related to the receipt of the escrow during 2012. The final distribution to partners occurred in
January 2013.

The SEC staff was specifically asked about Custody Rule compliance for 2012 and 2013. The SEC staff indicated the RIA is
required to satisfy the Custody Rule for 2012 and 2013. In order
to use the audit provision to satisfy the Custody Rule, an audit
shall occur once every 12 months; therefore, an audit would be
needed for the year ended December 31, 2012 (covering January
1, 2012, to December 31, 2012) and for the 2013 stub period. The
RIA could either (a) distribute 2 separate sets of audited financial
statements to investors within 120 days of December 31, 2012
(one set for the 12 month fiscal year ended December 31, 2012
and one set for the 2013 stub period), or (2) distribute 1 set of
audited financial statements if they are distributed to investors
within 120 days of December 31, 2012, as long as the financial
statements included 2 audited balance sheets (as of December 31,
2012, and as of the end of the 2013 stub period) and 2 audited income statements, 2 audited statements of cash flows (if required),
and 2 audited statements of changes in net assets for the period
from January 1, 2012, to December 31, 2012, and for the 2013
stub period. The SEC staff encouraged registrants to consult with
SEC staff about particular fact patterns.
.60 The SEC staff provided the following additional Custody Rule observations:

r
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to pooled investment vehicles (PIVs). These advisers inquired
whether they have to maintain with a qualified custodian certain
instruments evidencing a pool's ownership of certain privately
issued securities (namely, nontransferable stock certificates or
"certificated" limited liability companies interests) that were obtained in a private placement (private stock certificates). The focus of these inquiries commonly involves whether these securities
meet the Custody Rule's definition of privately offered security
and, therefore, would not have to be held at a qualified custodian.
Among other things, advisers contended that (a) such securities
are similar, in all material respects, to a privately offered security;
(b) the audit of a pooled investment vehicle's financial statements
provide substantial investor protection; and (c) maintaining private stock certificates at a qualified custodian does not provide
meaningful additional protection to investors.
Within the guidance update, the Division of Investment Management explained they would not object if an adviser does not maintain private stock certificates with a qualified custodian, provided
that (a) the client is a pooled investment vehicle that is subject to
a financial statement audit in accordance with paragraph (b)(4) of
the Custody Rule; (b) the private stock certificate can only be used
to effect a transfer or otherwise facilitate a change in beneficial
ownership of the security with the prior consent of the issuer or
holders of the outstanding securities of the issuer; (c) ownership
of the security is recorded on the books of the issuer or its transfer
agent in the name of the client; (d) the private stock certificate
contains a legend restricting transfer; and (e) the private stock
certificate is appropriately safeguarded by the adviser and can be
replaced upon loss or destruction.

r

r

Readers can access the full text of this guidance update on the
Division of Investment Management website at www.sec.gov/
divisions/investment/guidance/im-guidance-2013-04.pdf.
Certain Custody Rule transitional guidance discussed in Section
I, "Compliance Dates," of the SEC staff's Custody Rule FAQs is no
longer applicable to RIAs. The transitional guidance in Section 1
was only applicable to RIAs that were subject to the Custody Rule
at the effective date (March 12, 2010) and are not applicable to
those RIAs that became subject to the Custody Rule subsequent
to its effective date. The SEC staff's Custody Rule FAQs can be
accessed in full on the SEC's webpage at www.sec.gov/divisions/
investment/custody faq 030510.htm.
On March 4, 2013, the SEC's National Exam Program staff issued a Risk Alert on observations regarding ways in which advisers fail to comply with the Custody Rule. Also in March 2013,
the SEC's Office of Investor Education and Advocacy issued an
Investor Bulletin about the custody of investment assets, which
describes to investors what custody is and also what the Custody
Rule means to investors as well as what it requires. The Risk Alert
highlights significant compliance deficiencies noted during recent
examinations conducted by the Office of Compliance Inspections
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and Examinations (OCIE). The examinations identified custodyrelated issues in about one-third of the firms examined. The RIAs'
deficiencies included the following:
—

Failure by the RIA to recognize that they have custody,
such as situations in which

r
r
r
r
r
r
r

—

Failure to meet the Custody Rule's surprise examination requirements, including failure to file Form ADV-E
within 120 days after the date of the exam chosen by the
accountant and evidence suggesting that examinations
were not being conducted on a "surprise" basis (for example, exams were conducted at the same time each year).

—

Failure to satisfy the Custody Rule's qualified custodian
requirements, such as the following:
Client assets were held in the RIA's name but not
in an account that was under the RIA's name as
agent or trustee for the client and that held only
client assets.
The RIA commingled client, proprietary, and employee assets into one account.
Certificates of securities held by the RIA's fund
were held in a safe deposit box controlled by the
adviser at a local bank.
The RIA did not have a reasonable basis, after
due inquiry, for believing that a qualified custodian was sending quarterly account statements
to the client.
In instances in which the RIA opened a custodial account on behalf of a client and sent account statements to the client, the statements

r
r
r
r
r
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the RIA's personnel or a "related person" serves
as trustee or have been granted power of attorney
for client accounts.
the RIA provides bill-paying services for clients
and, therefore, is authorized to withdraw funds
or securities from the client's account.
the RIA manages portfolios by directly accessing online accounts using clients' personal usernames and passwords without restrictions and,
therefore, has the ability to withdraw funds and
securities from the clients' accounts.
the RIA serves as the general partner of a limited
partnership or holds a comparable position for a
different type of pooled investment vehicle.
the RIA has physical possession of client assets,
such as securities certificates.
the RIA or a related person has signatory and
check writing authority for client accounts.
the RIA received checks made out to clients and
failed to return them promptly to the sender.
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sent by the RIA failed to include notification urging clients to compare the account statements
from the custodian with those from the RIA.
— Failure to meet the Custody Rule's "Audit Approach" requirements with respect to PIVs because

r
r

r
r
r
r
r

the accountant that conducted the financial
statement audit was not "independent" under
Regulation S-X, as required by the Custody Rule.
the audited financial statements were not prepared in accordance with U.S. GAAP (for example, organizational expenses were improperly
amortized, rather than expensed as incurred,
resulting in a qualified audit opinion; financial
statements were prepared on a federal income
tax basis; the RIA could not substantiate fair
valuations, and the accountant, therefore, could
not issue an unqualified opinion on the financial
statements).
the RIA failed to demonstrate that the audited
financial statements were distributed to all fund
investors; rather, it appeared that in many instances the statements were only made available
"upon request."
the audited financial statements were not sent
to investors within 120 days of the private funds'
fiscal year ends (or 180 days for funds of funds).
the auditor was not registered with the Public
Company Accounting Oversight Board (PCAOB)
and not subject to regular PCAOB inspection.
a final audit was not performed on liquidated
PIVs.
the adviser requested investor approval to waive
the annual financial audit of a fund—but did
not obtain a surprise examination. The adviser,
therefore, failed to either undergo a surprise
exam or comply with the audit approach.

.61 The SEC staff provided the following additional Custody Rule observations associated with recent OCIE findings:

r
r

To use the "audit provision" allowed under 206(4)-2(b)(4) of the
Custody Rule, the audit must meet the requirements of GAAS.
For further discussion, see Custody Rule FAQ item VI.6 at
http://sec.gov/divisions/investment/custody faq 030510.htm.
For PIVs, the financial statements of the PIV generally must be
prepared in accordance with U.S. GAAP. However, PIVs organized
outside the United States, or having a general partner or other
manager with a principal place of business outside the United
States, may have their financial statements prepared in accordance with accounting standards other than U.S. GAAP, as long
as they contain information substantially similar to statements
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r

prepared in accordance with U.S. GAAP. Any material differences
from U.S. GAAP must be reconciled. The SEC staff has observed
certain offshore funds that intended to use International Financial Reporting Standards (IFRSs) financial statements to satisfy
the Custody Rule but did not include an audited condensed schedule of investments or audited financial highlights, which the SEC
staff believes should be included to satisfy the Custody Rule. See
Custody Rule FAQ item VI.5 for further discussion, available at
http://sec.gov/divisions/investment/custody faq 030510.htm.
The SEC staff observed the following themes during reviews of
the accountants' notifications of material discrepancies pursuant
to Rule 206(4)-2(a)(4)(ii) related to RIAs' compliance with the Custody Rule:
—

The RIA did not engage an independent public accountant to perform an annual surprise examination in the
prior year in accordance with Rule 206(4)-2(a)(4) because
the RIA was not aware of such requirement.

—

There was no notification within the RIA's quarterly account statements sent to the RIA's clients urging them to
compare quarterly account statements received from the
qualified custodian to the quarterly account statements
received from the RIA, as required by Rule 206(4)-2(a)(2).

—

The RIA did not have a reasonable basis, after due inquiry, for believing that the qualified custodian was sending account statements to each client for which the RIA
maintains funds or securities, on at least a quarterly basis, identifying the amount of funds and of each security
in the account at the end of the period and setting forth
all transactions in the account during the period, as required by Rule 206(4)-2(a)(3).

—

The RIA sponsored a PIV for which audited financial
statements were not prepared in accordance with GAAP.
Because the RIA could not rely on the audit provision
under Rule 206(4)-2(b)(4), a qualified custodian was required to send quarterly account statements to each
pool investor pursuant to Rule 206(4)-2(a)(5) and hold
privately offered securities pursuant to Rule 206(4)2(b)(2)(ii). However, quarterly account statements were
not sent to pool investors by the qualified custodian, and
the RIA failed to have the privately offered securities
held by a qualified custodian.

Considerations Pertaining to Fair Value Methods, Procedures, and
Internal Controls for Investment Portfolio Securities

Internal Controls Pertaining to Third-Party Pricing Services
.62 Brian Croteau, deputy chief accountant in the SEC's Office of the
Chief Accountant, provided remarks at the 2012 AICPA Conference on Current SEC and PCAOB Developments regarding management's use of, and responsibility for, valuations performed by third-party pricing services. Croteau
indicated that although there are reasons to be encouraged by the progress,
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this is still an area where attention is necessary. For example, Croteau reminded registrants of the importance of developing and maintaining internal
controls to provide management with the basis to take responsibility for the
financial statements. One area in particular that may warrant increased focus is ensuring that adequate controls are in place and operating effectively
to identify when securities begin to become thinly traded, so that necessary
changes to the valuation approach and related measurements and disclosures
would be made on a timely basis. The full text of this speech is available at
www.sec.gov/news/speech/2012/spch120312btc.htm.

Validation of Cost or Par Versus Determining a Point in the Range
That Is Most Representative of Fair Value
.63 The SEC staff has observed that certain registrants are using a "market yield" valuation methodology when valuing their debt investments in noncontrolled companies. This methodology includes developing a range of market
yields and comparing the contractual interest rate of the security to the range
of market yields. When looking at the values estimated under this approach
during recent financial statement reviews of certain registrants, the SEC staff
noted that the values consistently reflected cost or par. The SEC staff was concerned that the registrants' methodologies appeared to focus on validating cost
or par, rather than determining the point within the range most representative
of fair value. The SEC staff reminded management of its responsibility to ensure that its methodology, and resulting estimates, are consistent with FASB
ASC 820 and, more specifically, FASB ASC 820-10-35-54(f), which indicates,
among other things, that "[t]he objective is to determine the point within the
range that is most representative of fair value under current market conditions.
A wide range of fair value measurements may be an indication that further
analysis is needed." (Emphasis added.)

Recent Litigation Proceedings Pertaining to Fair Value Methods,
Procedures, and Internal Controls for Investment Portfolio Securities
.64 The SEC staff reminds registrants and auditors that the following
cases are examples of the current focus on fair value accounting throughout
the SEC.

KCAP Financial, Inc.
.65 In November 2012, the SEC Division of Enforcement issued an order
instituting cease and desist proceedings against KCAP Financial, Inc. (the order), a BDC that primarily held debt securities and CLOs, and several members
of KCAP's management. The order explains that KCAP materially overstated
the value of its investment portfolio, which resulted in an overstated NAV of
approximately 27 percent and a restatement of its financial statements.
.66 KCAP utilized the following fair value methodologies and policies that
were not in accordance with GAAP or applicable regulations:

r

KCAP used an enterprise value methodology to determine fair
value for certain noncontrolled debt holdings, which resulted in
many securities being valued at par. The enterprise valuation
methodology for debt holdings of noncontrolled companies did not
take into account market-based activity and did not reflect an exit
price in accordance with GAAP.
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KCAP ignored quotes from third-party pricing services and concluded all trades of debt securities owned by KCAP reflected
distressed transactions. This approach did not consider relevant
guidance in FASB Staff Position No. 157-3, "Determining the Fair
Value of a Financial Asset When the Market for That Asset Is Not
Active" (codified in FASB ASC 820-10-35), which explains that
even in times of market dislocation, it is not appropriate to conclude that all market activity represents distressed sales or forced
liquidations.
KCAP valued two of its largest CLOs at historical cost, which did
not consider certain market-based activity. Furthermore, the CLO
valuation methodologies disclosed in KCAP's public filings were
materially misleading because they noted the use of a discounted
cash flow method that incorporated current market data, although
in reality, they did not, because two of the largest CLOs were
valued at cost.

.67 The full text of the order can be found at www.sec.gov/litigation/admin/
2012/34-68307.pdf.

Yorkville Advisors, LLC
.68 In October 2012, the SEC filed a complaint against Yorkville Advisors,
LLC and two of its executives. Yorkville Advisors manages a number of hedge
funds that invest in convertible debentures, convertible preferred stock, and
promissory notes. The SEC's allegations included that Yorkville Advisors and
two of its executives did not adhere to its stated valuation policies, ignored
negative information about certain investments, and withheld that information
from the auditors, which enabled Yorkville Advisors to carry some of its largest
investments at inflated values and, in turn, resulted in inflated fund NAVs.
Yorkville Advisors allegedly increased the reported value of fund assets to
increase assets under management, claim higher management and incentive
fees, and maintain positive year end performance. For more information, visit
www.sec.gov/litigation/complaints/2012/comp-pr2012-209.pdf.

Morgan Keegan and Company, Inc.—Fund Directors
.69 In December 2012, the SEC Division of Enforcement brought an allegation against eight former members of the board of directors (the directors) of five registered investment companies advised by Morgan Keegan &
Company, Inc. (the funds), alleging that the directors caused the funds to
violate federal securities laws by failing to adopt and implement meaningful fair valuation methodologies and procedures and maintain internal control over financial reporting. For example, the SEC alleged that the funds'
valuation procedures did not include any mechanism for identifying and reviewing fair-valued securities whose prices remained unchanged for weeks,
months, and even entire quarters. The full text of the proceeding is available
at www.sec.gov/litigation/admin/2012/ic-30300.pdf.
.70 In June 2013, the directors settled with the SEC. The settled order,
as summarized in the SEC's June 13, 2013 press release, provides additional
details about how the directors failed to satisfy their pricing responsibilities
under federal securities laws. The settled order finds that the directors caused
the funds' violation of Rule 38a-1 under the 1940 Act, which requires funds to
adopt and implement written policies and procedures reasonably designed to
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prevent violation of the federal securities laws. The directors are also ordered
to cease and desist from committing or causing any current and future violations of that rule. The directors consented to the entry of the settled order
without admitting or denying any of the findings, except about jurisdiction.

Change to the SEC’s Position on ETF Exemptive Requests
.71 In March 2010, the SEC announced, through a press release, that
the staff was conducting a review to evaluate the use of derivatives by mutual
funds, ETFs, and other investment companies. The press release also indicated
that, pending completion of the review, the staff would defer consideration
of exemptive requests under the 1940 Act relating to actively-managed and
leveraged ETFs that would make significant investments in derivatives.
.72 On August 31, 2011, as a continuation of the ongoing review, the
SEC approved the issuance of a Concept Release under the 1940 Act relating
to derivatives. When the 1940 Act was enacted, it did not contemplate funds
investing in derivatives, as they do today. The use and complexity of derivatives
have grown significantly over the past two decades and have given rise to
many interpretive and policy issues under the 1940 Act. As a result, the
SEC determined to solicit public comment (through the Concept Release) on
the current regulatory regime under the 1940 Act as it applies to funds' use
of derivatives and on potential improvements to that framework. The Concept
Release asked for information on how different types of funds use various types
of derivatives, as well as the benefits, risks, and costs of using derivatives,
among other things. It also asked for comment on several specific issues under
the 1940 Act implicated by funds' use of derivatives, such as how to measure
the amount of leverage that a fund incurs when it invests in a derivative, how
a fund should value derivatives for diversification purposes, and how funds
determine the industry or industries to which they may be exposed through a
derivative investment.
.73 A variety of responses were received. The SEC staff continues to actively analyze issues raised by commenters, follows up with certain commenters
on issues or suggestions raised, and is formulating initial recommendations for
potential further guidance.
.74 On December 6, 2012, during a speech at the American Law Institute
Continuing Legal Education 2012 Conference on Investment Adviser Regulation, Norm Champ stated although the Division of Investment Management
continues its ongoing review of the use of derivatives by funds, the SEC staff
will no longer defer consideration of exemptive requests under the 1940 Act
relating to actively-managed ETFs that make use of derivatives, provided any
such exemptive request includes two specific representations to address some of
the concerns that led to the SEC staff's decision to defer consideration of these
types of applications. Champ explained that to receive the exemptive relief, the
exemptive request must include the following two specific representations:

r
r

The ETF's board periodically will review and approve the ETF's
use of derivatives and how the ETF's investment adviser assesses
and manages risk with respect to the ETF's use of derivatives.
The ETF's disclosure of its use of derivatives in its offering documents and periodic reports is consistent with relevant SEC and
staff guidance.
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.75 The SEC still does not support new exemptive relief for leveraged
ETFs because of additional concerns. The full text of this speech is available
at www.sec.gov/news/speech/2012/spch120612nc.htm. SEC staff guidance pertaining to derivatives disclosures is available on the SEC's website, including
the Division of Investment Management staff's Topical Reference Guide page.

Issues of Interest—Form N-1A Calculation of After-Tax Return
.76 The Division of Investment Management staff occasionally identifies
issues under the 1940 Act, the Advisers Act, or other federal securities laws
that may benefit from being highlighted generally for investment companies,
investment advisers, and their counsel. These issue summaries and related
SEC staff responses are designated as issues of interest or Investment Management guidance updates (beginning in March 2013). A recent issue of interest
is summarized in the subsequent paragraph. Readers may access the complete
listing of issues of interest from the Division of Investment Management page
at www.sec.gov. Issues of interest and guidance updates maintained on the
web page are not intended as a comprehensive summary of all legal and compliance matters pertaining to the topics discussed therein. Rather, the SEC
staff's responses are intended as general guidance and should not be relied on
as definitive. The summaries are not rules, regulations, or statements of the
SEC, and the SEC has neither approved nor disapproved these summaries.
.77 Effective January 1, 2013, the Health Care and Education Reconciliation Act of 2010 imposed on certain taxpayers a 3.8 percent tax on net investment income (3.8 percent tax). Practitioners raised questions about whether
the 3.8 percent tax should be included when determining the highest individual marginal federal income tax rate (which is used to calculate after-tax
return, as required by Instruction 4 to both Item 26[b][2] and (3) of Form N1A). The SEC staff explained that because investors that are subject to the
highest marginal rate on taxable income (currently 39.6 percent) are also subject to the 3.8 percent tax, registrants should include the 3.8 percent tax in
after-tax return calculations (for example, use 43.4 percent as the highest individual marginal federal income tax rate on ordinary income). Similarly, the
3.8 percent tax should be included when calculating the tax on qualified dividend income and long-term capital gains or any tax benefit resulting from
capital losses required by Instruction 7 to Item 26(b)(3) (in other words, use
23.8 percent as the highest individual federal long-term capital gains tax rate,
which is the sum of the 3.8 percent tax and the 20 percent maximum longterm capital gains tax rate). For the full text of the guidance, please refer to
www.sec.gov/divisions/investment/issues-of-interest.shtml#after-tax.

Copley Fund, Inc. No-Action Request and SEC Staff Denial
.78 The SEC staff recently issued a letter denying the no-action relief
requested by Copley Fund, Inc. (Copley), an open-end fund and a C corporation
for tax purposes (a tax paying entity and not a regulated investment company
under Subchapter M of the Internal Revenue Code). Copley sought relief from
recording the full amount of its deferred federal tax liability on unrealized
gains, which is required to be recorded by tax-paying entities pursuant to
FASB ASC 740. Instead, Copley proposed calculating its deferred federal tax
liability for unrealized gains based on a management-developed estimate that
is a pre-set formula. In its response, the SEC staff declined to provide assurance
that it would not recommend enforcement action to the SEC against Copley
under Rule 22c-1 under the 1940 Act and Rule 4-01(a)(1) of Regulation S-X
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if Copley calculated its deferred tax liability as Copley proposed. For more
information, the no-action request and SEC staff denial can be accessed on
the SEC's website at www.sec.gov/divisions/investment/noaction/2013/copleyfund-040513-22c1.pdf.

Average Annual Return Information—Form N-1A
and XBRL Considerations
.79 Regarding Form N-1A and XBRL, the SEC staff has received questions related to average annual return information, which is required in Item
4 of Form N-1A for 1, 5, and 10 years. The questions relate to how the 3-year
average annual return and how a column for a secondary inception date should
be tagged using the elements within the XBRL taxonomy. Through discussions
with registrants, the SEC staff identified some registrants that may be using
a draft taxonomy document that was posted to the SEC's website for a brief
period of time, but has since been removed, as a guide to what may be included
in Form N-1A. The draft document erroneously included references to both the
3-year average annual return and a column for a secondary inception date (both
of which are not permitted under Form N-1A). The SEC staff reminded registrants to carefully review the Form N-1A instructions for the requirements of
what should be included in Form N-1A. The SEC staff also reminded registrants
that the best document to use for XBRL filings is the Mutual Fund Risk/Return
Summary Taxonomy Preparers Guide specific for mutual funds, which can be
accessed at http://xbrl.sec.gov/rr/2012/rr-preparers-guide-2012-03-26.pdf.

Financial Reporting and Auditing Task Force
.80 The SEC Division of Enforcement has created the Financial Reporting
and Auditing Task Force (the task force) as they renew their focus on accounting
fraud. Andrew Ceresney, Co-Director of the Division of Enforcement, described
the purpose and role of the task force during a speech at the American Law
Institute Continuing Legal Education Conference on September 19, 2013. As
explained by Ceresney, the task force has about 12 staff members, made up
of both lawyers and accountants. Its objective is to improve the Division of
Enforcement's ability to detect and prevent financial statement and other accounting fraud. It will be devoted to developing state-of-the-art methodologies
that better uncover accounting fraud and incubating cases that will then be
handled by other groups within the Division of Enforcement.
.81 To fulfill its mandate and find promising investigations, the task force
plans to launch various initiatives, which may include closely monitoring highrisk companies to identify potential misconduct, analyzing performance trends
by industry, reviewing class action and other filings related to alleged fraudulent financial reporting, tapping into academic work on accounting and auditing
fraud, and conducting street sweeps in particular industries and accounting areas. The task force will also utilize recently developed technologies, such as the
Division of Enforcement's Accounting Quality Model and related tools, which
uses data analytics to assess the degree to which a company's financial statements appear anomalous.
.82 Ceresney explained that the task force will continue to cover a wide
variety of issues but also described some examples of specific areas of focus. These examples are described in detail within the speech, which readers
can access and review in detail at www.sec.gov/News/Speech/Detail/Speech/
1370539845772#.Ulw6cdLktgg.
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2013 OCIE Examination Priorities
.83 The SEC's OCIE announced the National Examination Program's
(NEP's) 2013 examination priorities for investment advisers and investment
companies, broker-dealers, clearing and transfer agents, and market oversight.
The NEP's priorities include focus areas specific to the investment adviserinvestment company exam program, which are divided into

r
r
r

ongoing risks, which will include safety of assets, conflicts of interest related to compensation arrangements, marketing and performance, conflicts of interest related to allocation of investment
opportunities, and fund governance.
new and emerging risks, which will include new registrants, dually RIAs and broker-dealers, "alternative" investment companies, and payments for distributions in guise.
policy topics, which will include money market funds, compliance
with exemptive orders, and compliance with the pay-to-play rule.

.84 For full text, please visit www.sec.gov/about/offices/ocie/nationalexamination-program-priorities-2013.pdf.

OCIE Focus Areas in 2013
.85 The OCIE has identified and communicated focus areas that represent
areas of concern. These focus areas include, but are not limited to the following:

r

r

r
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Alternative and hedge fund investment strategies in open-end
funds, ETFs, and variable annuity structures. The focus is on
assessing whether
—

leverage, liquidity, and valuation policies and practices
comply with regulations;

—

boards, compliance personnel, and back offices are
staffed, funded, and empowered to handle the new strategies; and,

—

the funds are being marketed to investors in compliance
with regulations.

Conflicts of interest related to the allocation of investment opportunities. The specific focus is on the appropriate controls being
in place to monitor the side-by-side management of performancebased fee accounts with nonincentive fee-based accounts with similar investment objectives. Advisers managing accounts that do
not pay performance-based fees (for example, most mutual funds)
side-by-side with accounts that do pay performance-based fees (for
example, most hedge funds) face unique conflicts of interest.
Payments for distributions in guise. The focus is on the wide variety of payments made by advisers and funds to distributors and
intermediaries. This focus area also includes the adequacy of disclosure made to fund boards about these payments, as well as
the board's oversight of the same. These payments go by many
names and are purportedly made for a variety of services, most
commonly revenue sharing, subtransfer agent, shareholder servicing, and conference support. OCIE will assess whether such
payments are made in compliance with regulations (for example,
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Rule 12b-1) or whether such payments are, instead, payments for
distribution and preferential treatment.
Money market funds. The focus is on stress testing of money market funds, including
— whether firms are conducting stress testing,
— what factors firms are considering when stress testing,
and
— the results of the stress testing.

r

Rule 2a-7 of the 1940 Act requires money market funds to periodically stress test their ability to maintain a stable share price
based on hypothetical events, including changes in short-term
interest rates, increased redemptions, downgrades and defaults,
and changes in spreads from selected benchmarks.
Compliance with exemptive orders. When applicable, the OCIE
will focus on compliance with previously granted exemptive orders, such as those related to
— closed-end funds and managed distribution plans,
— employee securities companies,
— ETFs and the use of custom baskets, and
— those granted to fund advisers and their affiliates permitting them to engage in coinvestment opportunities with
the funds.
Practitioners should refer to the Investment Management Guidance Update No. 2013-02, released in May 2013 and available on
the Division of Investment Management website, which explains
how entities receiving and relying upon exemptive orders can address the risk of violating the federal securities laws caused by
noncompliance with the representations and conditions of such
orders.

.86 For further discussion of these and other examination priorities, please
visit www.sec.gov/about/offices/ocie/national-examination-program-priorities2013.pdf.

CFTC Developments
Swap Marketplace Regulation Developments
.87 As a result of the Dodd-Frank Act, the CFTC continues to write rules to
regulate the swaps marketplace. The CFTC is in an ongoing effort to complete
this task and has identified 38 areas where rules will be necessary. The CFTC
issued regulations establishing a process for the registration of SDs and MSPs,
including a provisional registration process pending effectiveness of final definitional regulations and regulations implementing compliance requirements
under CEA Section 4 to

r
r

require SDs and MSPs to become and remain members of a registered futures association;
subject push-out affiliates to the foregoing requirements, while
not implementing any specific regulations with respect to their
activities;
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prohibit any SD or MSP from permitting any person associated
with it, who is subject to a statutory disqualification, to effect or
be involved in effecting swaps on its behalf if the or MSP knows,
or in the exercise of reasonable care should know, of the statutory
disqualification;
provide a limited exception to this prohibition for any person associated with a SD or MSP who has been duly listed as a principal
or registered as an associated person of another registrant (for
example, futures commodity merchant, commodity pool operator
[CPO], or commodity trading adviser [CTA]) notwithstanding that
such person is subject to a statutory disqualification;
provide that a statutory disqualification, for purposes of this prohibition, refers to a statutory disqualification under Section 8a(2)
or 8a(3) of the CEA; and
clarify that a person associated with a SD or MSP, for purposes
of this prohibition, refers to an associated person defined by the
final regulations to mean a natural person with respect to an SD
or MSP.

.88 The CFTC website contains proposals, final rules, and staff no-action
letters relating to compliance with these requirements.

Harmonization of SEC and CFTC Rules
.89 In February 2012, the CFTC issued a final rule regarding changes to
Part 4 of the regulations involving registration and compliance obligations for
CPOs and CTAs. The CFTC will reinstate the trading criteria for registered
investment companies claiming exclusion from the CPO definition under Section 4.5 and add an alternative trading threshold based on net notional value
of derivative positions; rescind the exemption from CPO registration under
Section 4.13(a)(4); and include new risk disclosure requirements for CPOs and
CTAs regarding swap transactions. This final rule raised concerns from registered investment companies that invest in commodities (including futures,
swaps, and options) because such entities are already regulated by the SEC
and will now also be within the scope of CFTC regulations. The ICI and U.S.
Chamber of Commerce jointly filed suit against the CFTC in an attempt to
overturn the adoption of these regulations under asserted violations of the Administrative Procedure Act; however, their claims were denied by both the U.S.
District Court and U.S. Court of Appeals.
.90 In August 2013, the CFTC has also issued a final rule on reducing compliance burdens associated with registered investment companies that
would be required to register as CPOs under the changes to Section 4.5. As
explained in the issuing release (CFTC Release No. PR6663-13 on August 13,
2013), for entities that are registered with both the CFTC and SEC (dual
registrants), the CFTC will accept the SEC's disclosure, reporting, and recordkeeping regime as substituted compliance for substantially all of Part 4 of the
CFTC's regulations, as long as they comply with comparable requirements under the SEC's statutory and regulatory compliance regime. Essentially, the
final rule allows dually registered entities to meet certain CFTC regulatory
requirements for CPOs by complying with SEC rules to which they are already
subject. Readers are encouraged to review the full text of the final rule available at www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/201319894a.pdf. Related Fact Sheet and Questions and Answers were issued by
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the CFTC in conjunction with the final rule release and can be accessed at
www.cftc.gov.

No Action Relief Granted to CPOs of Registered Funds
.91 In September 2013, CFTC's Division of Swap Dealer and Intermediary
Oversight (DSIO) issued a no-action letter to CPOs of registered investment
companies that trade in commodity interests through wholly-owned controlled
foreign corporations (CFCs). The letter states that DSIO will not recommend
that the CFTC take enforcement action against commodity pool operators of
registered investment companies for failure to provide a separate report for
their CFCs to the National Futures Association (NFA) pursuant to CFTC Regulation 4.27(c) or for failure to distribute an annual report for their CFCs to
NFA pursuant to CFTC Regulation 4.22(c), provided that specific criteria are
met. The no action relief letter can be accessed on the CFTC's webpage at
www.cftc.gov/ucm/groups/public/@lrlettergeneral/documents/letter/13-51.pdf.

Identity Theft Risks
.92 On April 10, 2013, the CFTC and SEC (together, the Commissions)
jointly issued final rules and guidelines to require certain regulated entities to
establish programs to address risks of identity theft. The CFTC's rules would
apply to CFTC-regulated entities that qualify as "financial institutions" or
"creditors" under the Fair Credit Reporting Act. These entities must be in
compliance with the requirements by November 20, 2013.
.93 Specifically, the rules require financial institutions and creditors to
develop and implement a written identity theft prevention program designed to
detect, prevent, and mitigate identity theft in connection with certain existing
accounts or the opening of new accounts. The rules include guidelines to assist
entities in the formulation and maintenance of programs that would satisfy the
requirements of the rules. Further, the rules establish special requirements for
any credit and debit card issuers that are subject to the Commissions' respective
enforcement authorities to assess the validity of notifications of changes of
address under certain circumstances.

Pool Quarterly Reports
.94 National Futures Association (NFA) Compliance Rule 2-46 requires
NFA Member CPOs to file on a quarterly basis Form PQR (pool quarterly
reports), disclosing certain specified information with NFA for each pool (with
certain exceptions) that it operates. The CFTC adopted similar requirements
under CFTC Regulation 4.27, which require CPOs to file certain information on
CFTC Form CPO-PQR with the CFTC on a quarterly or annual basis depending
on the CPO's assets under management and require CTAs to make an annual
filing on the CFTC Form PR with the CFTC. Both the CFTC Form PQR and
PR are filed with NFA through the EasyFile System.
.95 In order to simplify the process and minimize the filing of duplicative
information, NFA has amended Compliance Rule 2-46. First, NFA has extended
its reporting deadlines to match those provided by the CFTC. Second, NFA's
Form PQR has been amended to be more comparable to the CFTC Form PQR.
For example, NFA has amended the itemization threshold in the Schedule of
Investment to align with the CFTC Form Schedule B. However, CPOs that are
solely filing with NFA will find that NFA Form PQR will not include all the
questions included in the CFTC's form.
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.96 Although the amendments to NFA Compliance Rule 2-46 also impose
a new quarterly filing requirement on CTAs, NFA has not finalized the date
of the first required filing. NFA will advise CTA members of the date of the
first quarterly report and provide filing information and instructions well in
advance of that date.
.97 See NFA Notice to Members I-13-12 for further guidance.
.98 CPOs have the option of filing their PQR with the NFA using XML
upload in EasyFile. The XML upload feature is not mandatory, and CPOs
may still enter PQRs manually in EasyFile, including those firms that have
requested and been approved to use the XML upload feature. See NFA Notice
to Members I-13-20 for further guidance.

CFTC Annual "Dear CPO" Letters
.99 Beginning with 1999 and through 2011, the deputy director and chief
accountant of the DSIO (and its predecessors) issued letters outlining key
reporting issues and common reporting deficiencies found in annual financial
reports of commodity pools, which are available on the commission's website.
Readers are encouraged to consult those letters with respect to commodity pool
annual financial statements and reporting and monitor the CFTC website for
the most recent guidance.

New FASB Accounting Standards Updates
Financial Services—Investment Companies
.100 FASB and the International Accounting Standards Board (IASB) conducted a joint project with the objective of providing comprehensive guidance
for addressing whether an entity is an investment company and providing measurement requirements for an investment company's investments. The IASB
completed its project and issued a final standard, Investment Entities (Amendments to IFRS 10, IFRS 12, and IAS 27), in October 2012. FASB completed
its project and issued ASU No. 2013-08, Financial Services—Investment Companies (Topic 946): Amendments to the Scope, Measurement, and Disclosure
Requirements, in June 2013.

Scope
.101 ASU No. 2013-08 changes the assessment of whether an entity is
an investment company, and, therefore, within the scope of industry-specific
guidance in FASB ASC 946, Financial Services—Investment Companies, by
developing a new structured approach for that assessment. ASU No. 2013-08
states that an entity regulated under the 1940 Act is an investment company
for accounting purposes. Entities that are not regulated under the 1940 Act
are required to meet certain fundamental characteristics to be considered investment companies and are also required to be assessed for other typical
characteristics of investment companies. An entity should consider its purpose
and design when conducting the assessment. An entity that does not have the
fundamental characteristics is not an investment company. However, failing
to meet one or more of the typical characteristics does not necessarily preclude
an entity from being an investment company. If an entity does not possess one
or more of the typical characteristics, it shall apply judgment and determine,
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considering all facts and circumstances, how its activities continue to be consistent (or are not consistent) with those of an investment company.
.102 An entity must meet the following fundamental characteristics to be
an investment company:

r
r
r

Obtains funds from one or more investors and provides the investor(s) with investment management services.
Commits to its investor(s) that its business purpose and only substantive activities are investing the funds for returns from capital
appreciation, investment income, or both.
The entity or its affiliates do not obtain, or have the objective of
obtaining, returns or benefits from an investee or its affiliates that
are not normally attributable to ownership interests or that are
other than capital appreciation or investment income.

.103 In addition, the following typical characteristics to be an investment
company should be assessed:

r
r
r
r
r

Multiple investors.
Multiple investments.
Investors that are not related parties to the parent entity (if there
is a parent) or the investment manager.
Ownership interests in the form of equity or partnership interests.
Substantially all investments are managed on a fair value basis.

Fundamental Characteriscs

.104 The following diagram provides a visual illustration of the previously
described fundamental criteria and the typical characteristics of an investment
company:

Obtains funds from one or
more investors and
provides the investor(s)
with investment
management services.

Commits to its investor(s)
that its business purpose and
only substanve acvies
are invesng the funds for
returns from capital
appreciaon, investment
income, or both.

Does not obtain returns or
beneﬁts from their investments
that are either: 1) other than
capital appreciaon or
investment income or 2) not
available to other
noninvestors/not normally
aributable to ownership
interests

Typical Characteriscs*

Investment
Company

Mulple
Investors

Mulple
Investments

Unrelated
Investors

Equity or
partnership
interests

*Absence of one or more of the typical characteriscs would not necessarily preclude an enty from
being an investment company. If an enty does not meet one or more of the typical characteriscs,
the enty would be required to jusfy how its acvies connue to be consistent with that of an
investment company.

Manages
and
evaluates its
investments
on a fair
value basis
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.105 For expanded and additional guidance related to this FASB ASC 946
scope assessment, including the underlying fundamental criteria and typical
characteristics of an investment company, readers should review implementation guidance and illustrative examples in "Pending Content" in FASB ASC
946-10-55 and ASU No. 2013-08 Basis of Conclusions.

Measurement and Consolidation
.106 The majority of the existing measurement and consolidation guidance that currently exists within FASB ASC 946 will continue to be applied
after adoption of ASU No. 2013-08. For example, when an investment company accounts for a controlling financial interest in another investment company, the investment company continues to apply existing guidance in FASB
ASC 946-810. Similarly, ASU No. 2013-08 retains current guidance in FASB
ASC 946-323, which prohibits an investment company from using the equity
method of accounting, except for an investment in an operating entity that
provides services to the investment company (see paragraph 2 of FASB ASC
946-323-45 for further discussion of this exception). Finally, the current industry practice of initially measuring investments in debt and equity securities at
their transaction price (including commissions and other charges that are part
of the purchase transaction) will continue to be applied.
.107 The amendments in ASU No. 2013-08 supersede the requirements
in FASB ASC 946-810 and 946-323 "Pending Content" associated with Statement of Position 07-1, Clarification of the Scope of the Audit and Accounting
Guide Investment Companies and Accounting by Parent Companies and Equity
Method Investors for Investments in Investment Companies, which explained
when the industry-specific accounting guidance applied by an investment company should be retained by a parent or equity method investor that is accounting for its interest in an investment company. ASU No. 2013-08 simplifies
the requirements to explain that all noninvestment company equity method
investors should retain the specialized accounting principles used by an investment company investee, effectively requiring fair value measurement of
such investments. Similarly, a noninvestment company parent of an investment company should retain the specialized industry accounting principles
of its investment company subsidiaries when preparing consolidated financial
statements.

Disclosure
.108 FASB ASC 946-10-50 requires an entity to disclose that it is an investment company following accounting and reporting guidance in FASB ASC
946. FASB ASC 946-20-50 includes expanded disclosures for financial support
provided by investment companies to their investees, including contractually
required support and support not contractually required.
.109 As previously mentioned in the "Measurement and Consolidation"
section, FASB decided not to amend FASB ASC 946 regarding an investment
company's application of consolidation guidance in FASB ASC 810, Consolidation. However, as discussed in paragraph BC65 of ASU No. 2013-08, FASB remains concerned about transparency into the risks, obligations, and expenses
of an investee fund. To address those concerns, FASB has added a separate
project to their agenda to develop additional disclosures about investments in
other investment companies. These disclosure requirements would be issued
in a separate ASU. Readers should remain alert for updates on this separate
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disclosure project, which can be accessed from the Project Roster and Status
page at www.fasb.org.

Effective Date and Transition
.110 The amendments in ASU No. 2013-08 are effective for an entity's
interim and annual reporting periods in fiscal years that begin after December 15, 2013. Earlier application is prohibited. Certain real estate entities for
which it is industry practice to issue financial statements consistent with the
measurement principles of FASB ASC 946 may continue to do so until FASB
readdresses financial reporting by these entities as part of another project.
.111 An entity must discontinue application of the guidance in FASB ASC
946 if the entity is no longer an investment company upon the effective date
of the amendments in ASU No. 2013-08. That entity is required to present the
change in its status as a cumulative-effect adjustment to retained earnings
as of the beginning of the period of adoption. An entity that is an investment company upon the effective date of the amendments in ASU No. 2013-08
should apply the guidance prospectively. That entity is required to record the
effect of applying the amendments as an adjustment to opening net assets for
the period of adoption. "Pending Content" in FASB ASC 946-10-25 provides
complete guidance for reassessment of investment company status. For more
information about transition, readers should review implementation guidance
and illustrative examples in "Pending Content" in FASB ASC 946-10-55 and
ASU No. 2013-08 Basis of Conclusions.

Balance Sheet—Offsetting
Background and Purpose
.112 Differences in U.S. GAAP and IFRSs balance sheet offsetting presentation requirements can cause significant differences in the amounts presented
in statements of financial position prepared in accordance with the two sets of
standards. To improve comparability between entities reporting under U.S.
GAAP and IFRSs, FASB and the IASB conducted a joint project on offsetting
positions. The project's initial purpose was to converge the requirements to
offset on the statement of financial position. However, FASB and the IASB
did not agree on the converged exposure draft and, instead, agreed to enhance
disclosures and provide converged disclosures about financial instruments and
derivative instruments that are either (a) offset on the statement of financial
position or (b) subject to an enforceable master netting arrangement or similar
agreement, irrespective of whether they are offset on the statement of financial
position. Entities are required to provide both net and gross information for
these assets and liabilities in the notes to the financial statements. This disclosure information allows financial statement users to understand exposure and
compare entities, regardless of how positions are presented on their respective
statements of financial positions.
.113 FASB ASC 210-20-50-2 explains that an entity should disclose information to enable users of its financial statements to evaluate the effect
or potential effect of netting arrangements on its financial position for recognized assets and liabilities within its scope. For entities reporting under U.S.
GAAP, these enhanced and converged disclosure requirements were established through ASU No. 2011-11. ASU No. 2013-01, Balance Sheet (Topic 210):
Clarifying the Scope of Disclosures about Offsetting Assets and Liabilities, was
issued to limit the scope of the disclosure requirements in ASU No. 2011-11
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to derivatives, repurchase and reverse repurchase agreements, and securities
borrowing and securities lending transactions.

Effective Date
.114 The amendments in ASU Nos. 2011-11 and 2013-01 are effective for
fiscal years beginning on or after January 1, 2013, and related interim periods
within that year. An entity should provide the disclosures required by those
amendments retrospectively for all comparative periods presented.

Scope of Offsetting Disclosure Requirements
.115 FASB ASC 210-20-50-1, as amended by ASU No. 2013-01, limits
the scope of the offsetting disclosures to recognized derivative instruments accounted for in accordance with FASB ASC 815, including bifurcated embedded
derivatives, repurchase agreements and reverse repurchase agreements, and
securities borrowing and securities lending transactions, that are either offset
in accordance with either FASB ASC 210-20-45 or FASB ASC 815-10-45 or
subject to an enforceable master netting arrangement or similar agreement.
.116 Limiting the scope to specified instruments and transactions ensures the exclusion of other types of netting arrangements and transactions
from the offsetting disclosure requirements, including trade payables and receivables. Receivables and payables of broker-dealers resulting from their unsettled regular-way trades are outside the scope of the disclosure requirements.
.117 Master netting arrangements exist in a myriad of contracts and
agreements. As a common example within the investment company industry,
an investment company may have an open TRS in an asset position and an interest rate swap in a liability position with the same counterparty bank. Under
the related agreement between the investment company and the counterparty,
the investment company may be able to legally settle the two positions on a
net basis. In this example, the instruments would likely be within the scope
of the offsetting disclosure requirements, even if the investment company does
not net the positions on its balance sheet.
.118 The consideration of legal enforcement is critical when determining
which instruments and transactions under master netting arrangements are
within the scope of the new disclosure requirements under ASU Nos. 2011-11
and 2013-01. Management must evaluate each arrangement and determine
when the entity can legally enforce a netting provision. Sufficient time and
resources should be dedicated to this process. The expertise of legal personnel
may be necessary in order to determine which netting arrangements are enforceable in a court of law and which are not. Further, readers are reminded
that the "legal enforcement" threshold for netting of positions may differ from
the criteria in FASB ASC 210-20-45 or FASB ASC 815-10-45. It would be inappropriate for management to conclude that the disclosure requirements are
not applicable because all positions are presented gross on the balance sheet.
.119 Management and auditors should also be aware of contracts that
provide for "one-side master netting." One-side master netting may exist in
a relationship between a hedge fund and a broker-dealer, whereby one party
may be able to legally net positions under the arrangement, but the other
party may not be able to legally net based on the terms and enforceability
of the arrangement. If the reporting entity does not have the legal right to
net, then the instruments subject to such arrangement would not be within
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the scope of the disclosure requirements unless they are actually offset in the
balance sheet in accordance with either FASB ASC 210-20-45 or FASB ASC
815-10-45.

Offsetting Disclosure Requirements
.120 FASB ASC 210-20-50-3 requires an entity to disclose at the end
of the reporting period the following quantitative information for assets and
liabilities that are within the scope described in the preceding section:
a. The gross amounts of those recognized assets and those recognized
liabilities
b. The amounts offset in the statement of financial position (pursuant
to FASB ASC 210-20-45 or FASB ASC 815-10-45)
c. The net amount presented in the statement of financial position
d. The amounts subject to an enforceable master netting arrangement
or similar agreement not otherwise included in (b) preceding:
i. The amounts related to recognized financial instruments
and other derivative instruments that either
(1) management makes an accounting policy election
not to offset or
(2) do not meet some or all of the guidance in either
FASB ASC 210-20-45 or FASB ASC 815-10-45
ii. The amounts related to financial collateral (including cash
collateral).
e. The net amount after deducting the amounts in (d) from (c)
[Note: Pursuant to FASB ASC 210-20-50-4, the amount disclosed in accordance
with (d) for an instrument is limited to the amount disclosed in accordance with
(c) preceding.]
.121 Paragraphs 4–6 of FASB ASC 210-20-50 provide certain additional
requirements related to the previously described disclosure information. Paragraphs 1–22 of FASB ASC 210-20-55 provide additional implementation guidance and multiple illustrative disclosure tables.
.122 The standard allows for flexibility around the way the required information can be presented in a disclosure table. As summarized from paragraphs
15–16 of FASB ASC 210-20-55, an entity may choose to present the information by type of instrument or transaction (for quantitative information items
[a]–[e]) or may choose to present a portion of the information by counterparty
(allowable only for quantitative information items [c]–[e]). When making this
determination, an entity may consider aligning the disclosure table presentation with the related master netting arrangements (that is, if the master
netting arrangement allows for netting by type, the disclosure table may follow the same format). Further, there is no requirement in FASB ASC 210-20
to list the name of counterparties in the disclosure table. However, if general
designators are used (for example, use of "counterparty A" and "counterparty
B") instead of legal names, the same general designator must be used for the
same counterparty in all future years. (Note: Although FASB ASC 210 does
not require the use of counterparty legal names, the SEC requires registrants
to name the counterparties as part of the descriptions of various positions in
portfolio schedules. Therefore, in practice, registered investment companies
typically disclose the names of the counterparties.)
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.123 Collateral. Some collateral received from the counterparty may be
recorded on the balance sheet as fungible cash, whereas other securities received from the counterparty may be held separately by the custodian, are
not fungible, and are not recorded on the entity's balance sheet. The collateral
types that are not recorded on the balance sheet require disclosure pursuant
to requirement (d) of FASB ASC 210-20-50-3 (as described in the preceding
paragraph). Moreover, paragraph 4 of FASB ASC 210-20-50 explains that the
collateral amounts included in the table cannot exceed the related net amount
of the position recorded in the statement of financial position. For example,
assume that an entity's overall exposure to counterparty A is $10, and it is an
asset position. If collateral received is $100, the entity would only disclose $10
instead of the full amount of $100.
.124 Understanding, monitoring, and reporting collateral information
may be challenging for some entities for a variety of reasons. An entity that has
multiple arrangements with the same counterparty may have difficultly determining which collateral relates to which arrangements. This may be caused
by a lack of existing collateral management systems and processes or a lack
of related internal controls. Entity management should consider enhancing or
implementing new processes, systems, and controls designed to achieve following:

r
r
r
r
r

Identify and understand all existing master netting arrangements
Link collateral to master netting arrangements
Track and monitor changes to master netting arrangements over
time
Involve all necessary parties within the organization who may
hold information or who may be needed to interpret contracts
Ensure necessary information is provided to the financial reporting personnel on a timely basis

Presentation of Financial Statements—Liquidation Basis
of Accounting
.125 FASB issued ASU No. 2013-07, Presentation of Financial Statements
(Topic 205): Liquidation Basis of Accounting, in April 2013 to clarify when an
entity should apply the liquidation basis of accounting. ASU No. 2013-07 also
provides principles for the recognition and measurement of assets and liabilities and requirements for financial statements prepared using the liquidation
basis of accounting. The amendments in ASU No. 2013-07 are effective for
entities that determine liquidation is imminent3 during annual reporting periods beginning after December 15, 2013, and interim reporting periods therein.
Entities should apply the requirements prospectively from the day that liquidation becomes imminent. Early adoption is permitted.
3
As discussed in the summary section of Financial Accounting Standards Board (FASB) Accounting Standards Update No. 2013-07, Presentation of Financial Statements (Topic 205): Liquidation Basis of Accounting, liquidation is imminent when the likelihood is remote that the entity will
return from liquidation and either (a) a plan for liquidation is approved by the person or persons
with the authority to make such a plan effective, and the likelihood is remote that the execution
of the plan will be blocked by other parties, or (b) a plan for liquidation is being imposed by other
forces (for example, involuntary bankruptcy). If a plan for liquidation was specified in the entity's
governing documents from the entity's inception (for example, limited-life entities), the entity should
apply the liquidation basis of accounting only if the approved plan for liquidation differs from the
plan for liquidation that was specified at the entity's inception.
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.126 Pursuant to FASB ASC 205-30-15-1, investment companies that are
regulated under the 1940 Act are excluded from the scope of ASU No. 201307 and its provisions. However, this scope exception does not include other
nonregistered investment companies, such as hedge funds and private equity
funds.
.127 Nonregistered investment companies within the scope of ASU No.
2013-07 are required to accrue (a) estimated costs to dispose of assets during
liquidation pursuant to FASB ASC 205-30-25-6 and (b) costs and income that
are expected to be incurred or earned through the end of the liquidation period if and when it has a reasonable basis for estimation. Furthermore, when
determining whether liquidation is imminent (and, therefore, whether the liquidation basis of accounting should be applied), a nonregistered investment
company established as a limited-life entity (which may include many private
equity funds) may need to consider how their current plan for liquidation compares to the plan specified at inception in the entity's governing documents.
Paragraphs 1–3 of FASB ASC 205-30-25 provide relevant guidance for limitedlife entities under these circumstances.
.128 The limited scope exception provided in ASU No. 2013-07 may create
comparability issues between registered investment companies and nonregistered investment companies under liquidation basis accounting, including
certain valuations (that is, at fair value versus estimated cash to be received
upon disposal) and in recognition of both operating expenses during the liquidation period and transaction costs related to the disposal of investments.

Accounting Issues
Nonpublic Entity Fair Value Disclosure Exemption Requirements
.129 ASU No. 2011-04 provides an exemption to certain new fair value
measurement disclosures, including the fair value hierarchy level (level 1, 2,
or 3) for items disclosed at fair value but not measured at fair value in the
statement of financial position. However, the exemption contained the language "unless those disclosures are required by another FASB ASC Topic."
This qualifying language unintentionally directed practitioners to similar disclosure requirements in FASB ASC 825-10-50-3, which suggested that nonpublic entities that have total assets of $100 million or more or that have one or
more derivative instruments would not qualify for the intended exemption. To
correct this unintended requirement, FASB issued ASU No. 2013-03, Financial
Instruments (Topic 825): Clarifying the Scope and Applicability of a Particular Disclosure to Nonpublic Entities, in February 2013. The amendments in
ASU No. 2013-03 clarify the scope and applicability of ASU No. 2011-04 for
nonpublic entities by expressly stating that a nonpublic reporting entity is not
required to disclose the level of the fair value hierarchy (level 1, 2, or 3) (disclosure requirement in FASB ASC 825-10-50-10[d]) for items disclosed at fair
value but not measured at fair value in the statement of financial position.
.130 A nonpublic entity is defined by the FASB ASC glossary as an entity
that does not meet any of the following conditions:
a. Its debt or equity securities trade in a public market either on a
stock exchange (domestic or foreign) or in an OTC market, including securities quoted only locally or regionally.
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b. It is a conduit bond obligor for conduit debt securities that are
traded in a public market (a domestic or foreign stock exchange or
an OTC market, including local or regional markets).
c. It files with a regulatory agency in preparation for the sale of any
class of debt or equity securities in a public market.
d. It is required to file or furnish financial statements with the SEC.
e. It is controlled by an entity covered by criteria (a)–(d).
.131 Readers may also note that the FASB staff is considering a project
to define public and nonpublic entities, which may affect the application of
ASU No. 2011-04 for such entities. Readers should remain alert for updates on
this project, which can be accessed from the Project Roster and Status page at
www.fasb.org.

Accounting for Agency Placement Fees
.132 There has been diversity in practice regarding the accounting for
agency placement fees by private funds. Some private funds capitalize and
amortize agency placement fees similar to offering costs, whereas others expense these fees as incurred. As discussed in paragraph 8.30 of the investment
company guide and FASB ASC 946-20-25-6 and 946-20-35-5, an investment
partnership that continually offers its interests usually defers offering costs
incurred prior to the commencement of operations and amortizes them over
12 months on a straight-line basis. More guidance on offering costs and "continuous offering" terminology can be found in TIS sections 6910.23, "Accounting Treatment of Offering Costs Incurred by Investment Partnerships" and
6910.24, "Meaning of 'Continually Offer Interests'" (AICPA, Technical Practice
Aids).
.133 BDCs typically have ongoing placement fees incurred in shelf registration. Paragraph 8.32 of the investment company guide indicates the
following:
Some closed-end funds and business development companies offer
stock through shelf registration statements. According to TIS section 4110.10, "Costs Incurred in Shelf Registration" (AICPA, Technical Practice Aids), legal and other fees incurred for a stock issue
under a shelf registration should be capitalized as a prepaid expense.
When securities are taken off the shelf and sold, a portion of the costs
attributable to the securities sold should be charged against paid-incapital. Any subsequent costs incurred to keep the filing "alive" should
be charged to expense as incurred. If the filing is withdrawn, the related capitalized costs should be charged to expense.
.134 For private equity funds, the general industry practice is to defer
placement agent fees and charge to capital when called. This practice is consistent with paragraph 5 of FASB ASC 946-20-25. The fund may have negative
capital if placement fees are greater than seed capital.

Fair Value Hierarchy Leveling When Vendor Pricing or Broker
Quotes Are Used
.135 The fair value hierarchy classification of securities measured at fair
value through the use of broker quotes and vendor prices continues to be an
area where diversity in practice exists. Certain funds may use broker quotes
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to price investments and classify them as level 3 in the fair value hierarchy.
However, vendor pricing services may value the same securities (at a price
close to these broker quotes) using various pricing techniques that may be able
to be categorized as level 2 of the hierarchy. There also may be situations in
which the same security is classified as level 2 in one period, based on the price
received from a pricing service, and as level 3 in another period based on the
quote from a broker.
.136 Generally, reporting entities use vendor prices when available and,
when vendor prices are not available, they use broker pricing. Readers should
be aware that, in some cases, the prices provided by the pricing service may simply be transmissions of quotes they received from brokers. Regardless of the
source, however, reporting entities should analyze all information available
about the inputs used in vendor prices or broker quotes before determining the
appropriate fair value hierarchy classification (level 2 or level 3). This due diligence is required by FASB ASC 820-10-35-54K, which allows reporting entities
to use quoted prices from third parties to determine fair value measurements
but requires them to perform due diligence to ensure the prices were developed
in accordance with FASB ASC 820. Further, the SEC and the PCAOB continue to focus on the registrant's validation of prices received from third-party
vendors for the purposes of determining the fair value measurement levels.
Because some vendor prices and broker quotes may not readily provide sufficient transparency, a reporting entity's management should attempt to obtain
sufficient understanding about valuation techniques and models used in these
prices. Obtaining transparency of inputs used in broker quotes may prove challenging for management. Nevertheless, reporting entity management should
perform appropriate due diligence and review procedures, which may include
the following:

r
r
r

Compare valuations received from a certain vendor or broker to
market information and information received from other vendors,
if available, and perform back testing
Develop and test qualitative and quantitative methodologies
Consider hiring an outside valuation specialist, when necessary

.137 Paragraph BC90 of ASU No. 2011-04 explains how disclosures should
be prepared when a reporting entity uses significant unobservable inputs (level
3 in the hierarchy) that it did not develop, such as unadjusted prices from third
parties. In these instances, paragraph 820-10-50-2bbb of ASU No. 2011-04 explains that a reporting entity is not required to create quantitative information
about inputs used, but would not ignore quantitative unobservable inputs that
are significant to the fair value measurement and reasonably available to the
reporting entity.

Fair Value Measurement Considerations When a Fund Holds
a Controlling Interest
.138 Private equity funds or business development companies (collectively, a fund) may hold a controlling interest in an investee company and both
equity and debt instruments issued by the investee. From a business strategy
perspective, in this circumstance, the fund's management generally views the
fund's investment in the debt and equity instruments as an aggregate position,
rather than as separate financial instruments. TIS section 6910.34, "Application of the Notion of Value Maximization for Measuring Fair Value of Debt
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and Controlling Equity Positions" (AICPA, Technical Practice Aids), discusses
when it may be appropriate to apply the notion of value maximization (as discussed in paragraph BC49 of ASU No. 2011-04) to assist management of a fund
(typically a private equity fund or BDC) that holds a controlling interest in an
investee company and both equity and debt instruments issued by the investee
for which observed trades do not exist. BC49 of ASU No. 2011-04 states the
following:
Market participants seek to maximize the fair value of a financial
or nonfinancial asset or to minimize the fair value of a financial or
nonfinancial liability by acting in their economic best interest in a
transaction to sell the asset or to transfer the liability in the principal
(or most advantageous) market for the asset or liability. Such a transaction might involve grouping assets and liabilities in a way in which
market participants would enter into a transaction, if the unit of account specified in other Topics (of the FASB ASC) does not prohibit
that grouping.
.139 This language provides fair value measurement guidance in situations when the unit of account is not specified. Because FASB ASC 946 does
not specify the unit of account for measuring fair value, it might be appropriate
to consider how fair value would be maximized, which may be in a transaction
that involves both the debt and controlling equity position if that is how market
participants would transact.4 Consistent with the guidance in paragraph BC49
of ASU No. 2011-04, this transaction (and, thus, fair value) might be measured
using an enterprise value approach in accordance with the guidance in FASB
ASC 820 (that is, an exit price from the perspective of market participants
under current conditions at the measurement date).
.140 Because the enterprise value approach results in a fair value for
the entire capital position (that is, both debt and equity), an allocation to the
individual units of account would be necessary. FASB ASC 820 does not prescribe an allocation approach, but FASB ASC 820-10-35-18F discusses that a
"reporting entity shall perform such allocations on a reasonable and consistent basis using a methodology appropriate in the circumstances." Facts and
circumstances, such as relevant characteristics of the debt and equity instruments, must be considered when making this allocation. Generally, the allocation method should be consistent with the overall valuation premise used to
measure fair value.
.141 TIS section 6910.35, "Assessing Control When Measuring Fair Value"
(AICPA, Technical Practice Aids), discusses when it may be appropriate to aggregate positions across multiple reporting entities (multiple funds) to assess
control5 for purposes of whether a control premium might be appropriate in
a fair value measurement. TIS section 6910.35 explains that control of an investee company may be achieved by virtue of a single fund holding a controlling
financial interest; through multiple funds in the same fund complex6 under
4
This assessment would include a consideration of the entity's prior history in selling similar
investments. Consideration of specific terms of the instruments that are considered characteristics,
as discussed in FASB Accounting Standards Codification (ASC) 820, Fair Value Measurement, is also
necessary (for example, change in control provisions).
5
This question and answer does not address consolidation matters. Control in this question and
answer refers to the ability to cause a controlling financial interest in the investee to be sold.
6
Fund complex refers to a group of funds managed by the same investment adviser.

ARA-INV .139

49

Investment Companies Industry Developments—2013/14

common control being allocated financial interests in the investee company;
or through "club deals," in which a group of unrelated investment managers
jointly make controlling investments in a private company on behalf of funds
they manage. For example, a single adviser may decide to make a controlling
financial investment in an investee and then allocate that investment across
multiple legal and reporting entities. Individually, no one entity may control
the investee (TIS section 6910.35 assumes this is the case); however, the entities in aggregate may have a controlling financial interest in the investee.
.142 It is not consistent with the fair value measurement framework in
FASB ASC 820 for a reporting entity to aggregate positions across multiple
reporting entities (multiple related funds or unrelated club deals) to assess
control7 for purposes of whether a control premium might be appropriate in a
fair value measurement. However, when determining the fair value of the position the reporting entity holds, that determination should consider whether
other premiums and discounts (relative to the price of a noncontrolling interest) are appropriate. For example, observed transaction data for similar investments may indicate that market participants pay a premium multiple relative
to the multiples observed for the guideline companies because some market
participants place additional value on being part of the controlling group that
has the right to determine the company's strategy.
.143 A reporting entity should consider all available evidence about how a
market participant would exit the investments (and the prices it would receive)
when determining the principal (or most advantageous) market and whether
premiums to noncontrolling interests are appropriate.

Consideration of Borrowed Bonds in the Statement of Cash Flows
.144 Borrowed bonds held by an investment company may require special
consideration during the analysis required by FASB ASC 230-10-15-4, which
is performed to determine whether an investment company needs to present
a statement of cash flows. In a borrowed bond agreement, the fund borrows a
bond from a counterparty in exchange for cash collateral, with the commitment
that the security and the cash will be returned to the counterparty and the
fund, respectively, at a mutually agreed-upon rate and date. Some agreements
have no stated maturity and can be terminated by either party at any time.
Borrowed bond agreements are entered into primarily in connection with short
sales of bonds.
.145 Earnings on the cash collateral and the compensation to the bond
lender (the counterparty) are based on rates agreed upon between the fund and
the counterparty. The value of the underlying cash collateral approximates the
market value and accrued interest of the borrowed bond. To the extent that
a borrowed bond transaction exceeds one business day, the value of the cash
collateral (in the possession of the counterparty) is monitored on a daily basis
to ensure the adequacy of the collateral. As the market value of the borrowed
bond changes, the cash collateral is periodically increased or decreased with a
frequency and in amounts prescribed in the borrowed bond agreement.
7
This is not consistent because it does not consider that, for example, kick-out rights may
prevent a reporting entity from having unilateral control (even though the fund is part of a complex
with the same adviser). Said another way, control is not a characteristic of the individual fund's
investment in these assumed facts and circumstances.
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.146 Based on the guidance in paragraph 7.150 of the investment company guide, borrowed bonds that are fully secured by cash should generally be
excluded from the leverage balance in the cash flow calculation:
According to TIS section 6910.25, "Considerations in Evaluating
Whether Certain Liabilities Constitute 'Debt' for Purposes of Assessing Whether an Investment Company Must Present a Statement of
Cash Flows" (AICPA, Technical Practice Aids), although presented
in the "Liabilities" section of the statement of assets and liabilities,
options sold or written (whether covered or uncovered), short sales of
securities, and other liabilities recorded as a result of investment practices are not necessarily debt; rather, their classification depends on
the nature of the activity. Certain transactions (for example, securities
lending, mortgage dollar rolls, or short sale transactions) may have a
practice of being entered into solely for operating purposes (similarly
to unsettled purchases of securities) or as an investing strategy (similarly to covered options written), and the investment company either
retains the proceeds in cash accounts or uses them to invest in securities that are cash equivalents under FASB ASC 230. In such cases, the
proceeds from the transaction should not be considered debt for purposes of assessing whether the conditions in the previous paragraph
are met.

Calculation of Portfolio Turnover in the Financial Highlights
.147 Per Form N-1A or N-2, registered funds are required to disclose
portfolio turnover (PTO) in the financial highlights. In an example situation,
a company has fund-of-funds (FOF) structures when the FOFs invest in both
standalone open-end registered investment companies and funds organized
as limited liability companies or limited partnerships that are pass-through
entities for tax purposes. In such a situation, consideration should be given to
the proper treatment for including purchases and sales of the funds that are
pass-through entities in the investments footnote and in the calculation of the
FOFs' PTO. The calculation will differ depending on whether the structure is a
master feeder or an FOF. For master-feeder structures, the feeder discloses the
PTO of the master fund, and the financial statements of the master fund should
be attached. For FOF structures, the purchases and sales of the underlying
funds may be used to calculate PTO. The determined methodology should be
disclosed and consistently applied.

Application of the Regular-Way Trade Exception for TBA
Securities With Multiple Settlement Periods
.148 Diversity in practice exists regarding the application of the regularway trade exception for to-be-announced (TBA) securities that have multiple
settlement periods (for example, the standardized settlement dates in November, December, and January of a given year). Guidance in FASB ASC 815-10-15
is relevant when determining when a fund can apply the regular-way trade exception. Specifically, guidance in FASB ASC 815-10-15-17 states, in part, that
" . . . the scope exception also shall or may apply in any of the following circumstances (emphasis added)," and criterion (b) of FASB ASC 815-10-15-17 states
"If an entity is required, or has a continuing policy, to account for a contract
for the purchase or sale of [TBA securities] on a trade-date basis, rather than a
settlement-date basis . . . the entity shall apply the regular-way security trades
scope exception to those contracts." Funds generally account for TBA securities

ARA-INV .146

51

Investment Companies Industry Developments—2013/14

with all settlement dates as regular-way securities, pursuant to the applicable
scope exception criterion in FASB ASC 815-10-15-17(b). However, some fund
managers may be interpreting the guidance in FASB ASC 815-10-15-17 differently and are instead accounting for the shortest settlement-date TBA securities (that is, November settlements) as regular-way while accounting for TBA
securities with settlement dates beyond the shortest period (that is, December
or January, in this example) as derivatives, pursuant to the illustrative application example guidance in FASB ASC 815-10-15-119. This alternative approach
may be occurring because some practitioners interpreted guidance in FASB
ASC 815-10-15-17 as needing to meet all three listed regular-way exception
criterion, rather than needing to meet any of the three criteria. Fund management and their auditors may consider revisiting current accounting policies for
TBA securities in light of relevant guidance in FASB ASC 815-10-15.

Audit Developments
PCAOB Auditing Standard No. 16
.149 Auditing Standard No. 16, Communications with Audit Committees
(AICPA, PCAOB Standards and Related Rules, Auditing Standards), seeks to
improve auditors' communications with audit committees. Among other audit
committee communication requirements, Auditing Standard No. 16 establishes
guidance about the timing of communications between the auditor and the audit committee. Paragraph 26 of Auditing Standard No. 16 states the following:
All audit committee communications required by this standard should
be made in a timely manner and prior to the issuance of the auditor's
report. The appropriate timing of a particular communication to the
audit committee depends on factors such as the significance of the
matters to be communicated and corrective or follow-up action needed,
unless other timing requirements are specified by PCAOB rules or
standards or the securities laws.
Note: An auditor may communicate to only the audit committee chair if done in order to communicate matters in a timely
manner during the audit. The auditor, however, should communicate such matters to the audit committee prior to the
issuance of the auditor's report.
.150 Footnote 43 of Auditing Standard No. 16 specifically expands on this
requirement for registered investment companies:
Consistent with Rule 2-07 of SEC Regulation S-X, in the case of a registered investment company, audit committee communication should
occur annually, and if the annual communication is not within 90 days
prior to the filing of the auditor's report, the auditor should provide an
update in the 90-day period prior to the filing of the auditor's report,
of any changes to the previously reported information.
.151 Rule 2-07 of Regulation S-X has historically enabled fund complexes
with individual funds that have various fiscal year-end dates to have quarterly audit committee meetings (rather than monthly audit committee meetings). During the January 29, 2013, meeting of the Expert Panel, members
discussed whether Auditing Standard No. 16 may cause audit committees to
move to a monthly meeting schedule (so that they can receive and discuss the
required communications prior to issuance of each individual fund's financial
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statements and related auditor's report). The Expert Panel reaffirmed its view
that the timing of communications has not changed as a result of the issuance of
Auditing Standard No. 16, but noted that audit committees may decide to modify the timing of meetings. Certain communications may become more flexible,
for example, through a conference call or e-mail.

Investments in Securities When Valuations Are Based on the
Investee’s Financial Results
.152 In current practice, auditors may have varying views on how to satisfy the requirements in paragraph .04 of AU-C section 501, Audit Evidence—
Specific Considerations for Selected Items (AICPA, Professional Standards),
when auditing the valuation of a private equity fund's investments in portfolio
companies. Paragraph .04 of AU-C section 501 states, in part
[w]hen investments in securities are valued based on an investee's
financial results, excluding investments accounted for using the equity
method of accounting, the auditor should obtain appropriate audit
evidence to support the investee's financial results, as follows:
a. Obtain and read available financial statements of the investee and the accompanying audit report, if any, including determining whether the report of the other auditor is
satisfactory for this purpose.
b. If the investee's financial statements are not audited, or if
the audit report on such financial statements is not satisfactory to the auditor, apply, or request that the investor
entity arrange with the investee to have another auditor apply, appropriate auditing procedures to such financial statements, considering the materiality of the investment in relation to the financial statements of the investor
entity . . .
.153 Paragraphs .A5–.A8 of AU-C section 501 provide application guidance pertaining to the requirements in the previous paragraph. Additionally,
auditors may consider the following procedures that have been applied in practice when satisfying paragraph .04b of AU-C section 501:

r
r
r
r
r

Directly corroborating financial and nonfinancial information at
the underlying investee portfolio company level
Obtaining information from other sources, including the investee's financial statements
Evaluating internal controls at the reporting entity, including
monitoring control activities related to due diligence procedures
around the investee's reported financial information
Receiving the investee's most recent audited financial statements
Conducting retrospective review of the investee's audited financial
statements

.154 As noted in paragraph .04b of AU-C section 501, materiality of the
investment in relation to the financial statement elements of the investor entity will affect the extent of audit procedures performed. All audit procedures
should be appropriately documented in accordance with AU-C section 230, Audit Documentation (AICPA, Professional Standards), to sufficiently support the
procedures performed.
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Auditor’s Report Modification During Fund Wind-Down Phase
.155 Practitioners may experience the following scenario: A registered
fund makes an announcement, after the fund's year-end, that the fund will
close, and the closing will take place after the Form N-CSR will have been filed.
The entity concluded, and the auditor agreed, that the event was a nonrecognized subsequent event, as defined in FASB ASC 855-10-25-1. In this scenario, it
is generally not appropriate for the auditor to modify the audit opinion for going
concern. Instead, the auditor might ensure the appropriate subsequent event
disclosures were included in the notes to the financial statements, pursuant
to FASB ASC 855-10-25, and may consider including an emphasis-of-matter
paragraph in the report. Audits of issuers filing Form N-CSR are performed
in accordance with PCAOB standards. Auditors or issuers facing this scenario
should consider applicable PCAOB guidance in AU section 508, Reports on
Audited Financial Statements (AICPA, PCAOB Standards and Related Rules,
Interim Standards); Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That Is Integrated with An Audit of Financial Statements (AICPA, PCAOB Standards and Related Rules, Auditing Standards);
and Auditing Standard No. 6, Evaluating Consistency of Financial Statements
(AICPA, PCAOB Standards and Related Rules, Auditing Standards).

Pooled Investment Vehicles—Need for Two Audit Opinions
and Registration With the PCAOB
.156 In certain situations, a pooled investment vehicle may have a need
for two auditor reports—one report issued by a firm registered with, and subject
to regular inspection by, the PCAOB to satisfy the Custody Rule and another
issued by a local auditor to satisfy a local regulator requirement. The SEC staff
has previously indicated that it would not object to the inclusion of two audit
opinions with one set of financial statements. The SEC staff has also indicated
that it would not object to an investment adviser who distributes a letter to his
or her investors that explains why two auditor reports are included with the
financial statements.

The Auditing Standards Board’s Clarity Project
.157 The goal of the Clarity Project is to make GAAS easier to read, understand, and apply. As the Auditing Standards Board (ASB) redrafted the
standards for clarity, it also converged the standards with the International
Standards on Auditing (ISAs) issued by the International Auditing and Assurance Standards Board.
.158 At this point, auditors should be well on their way to transitioning
to the clarified standards that became effective for periods ending on or after
December 15, 2012. The new requirements may involve planning discussions
with clients, affect interim testing and other fieldwork, and require changes to
the auditor's report.
.159 Although the Clarity Project was not intended to create additional
requirements, some revisions have resulted in substantive changes and primarily clarifying changes that may require auditors to make adjustments in
their practices.
.160 In January 2013, the AICPA issued Statement on Auditing Standards (SAS) No. 127, Omnibus Statement on Auditing Standards—2013
(AICPA, Professional Standards).
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.161 With the issuance of SAS No. 127, the ASB has redrafted all but
one of the auditing sections, which now reflect the ASB's established clarity
drafting conventions.
.162 For information on the final clarified auditing standard, The Auditor's Consideration of the Internal Audit Function in an Audit of Financial
Statements, to be released as part of the Clarity Project, see the Financial
Reporting Center of AICPA.org.

Substantive Changes
.163 The following AU-C sections in AICPA Professional Standards are
considered likely to affect the firms' audit methodology and engagements because they contain substantive or other changes, defined as having one or both
of the following characteristics: (a) a change or changes to an audit methodology that may require effort to implement or (b) a number of small changes
that, although not individually significant, may affect audit engagements:

r
r
r
r
r
r
r

AU-C section 250, Consideration of Laws and Regulations in an
Audit of Financial Statements
AU-C section 265, Communicating Internal Control Related Matters Identified in an Audit
AU-C section 550, Related Parties
AU-C section 600, Special Considerations—Audits of Group Financial Statements (Including the Work of Component Auditors)
AU-C section 700, Forming an Opinion and Reporting on Financial Statements
AU-C section 705, Modifications to the Opinion in the Independent
Auditor's Report
AU-C section 706, Emphasis-of-Matter Paragraphs and OtherMatter Paragraphs in the Independent Auditor's Report

Primarily Clarifying Changes
.164 The following AU-C sections have clarifying changes that are intended to explicitly state what may have been implicit in the previous standards that, over time, resulted in diversity in practice. Certain clarified standards address management responsibilities that may need to be communicated
to clients early in the planning stage. Some of these requirements may already
be performed in practice, although not explicitly required by the previous standards. Most notably, certain new requirements shift the timing of requirements
from the reporting stage of an audit to the planning stage. The new requirements in this section may not have a substantial effect but may result in
adjustments to the timing and responsibilities of the auditor and his or her
clients and will need to be reviewed by the auditor to ensure that all requirements have been properly addressed. These AICPA professional standards are
the following:

r
r
r
r
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AU-C section 210, Terms of Engagement
AU-C section 220, Quality Control for an Engagement Conducted
in Accordance With Generally Accepted Auditing Standards
AU-C section 402, Audit Considerations Relating to an Entity Using a Service Organization
AU-C section 501

r
r
r
r
r
r
r
r
r
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AU-C section 505, External Confirmations
AU-C section 510, Opening Balances—Initial Audit Engagements,
Including Reaudit Engagements
AU-C section 620, Using the Work of an Auditor's Specialist
AU-C section 708, Consistency of Financial Statements
AU-C section 800, Special Considerations—Audits of Financial
Statements Prepared in Accordance With Special Purpose Frameworks
AU-C section 805, Special Considerations—Audits of Single Financial Statements and Specific Elements, Accounts, or Items of a
Financial Statement
AU-C section 810, Engagements to Report on Summary Financial
Statements
AU-C section 905, Alert That Restricts the Use of the Auditor's
Written Communication
AU-C section 910, Financial Statements Prepared in Accordance
With a Financial Reporting Framework Generally Accepted in Another Country

Resources for the Clarity Standards
.165 A wealth of information about the clarity standards is available at
www.aicpa.org/InterestAreas/FRC/AuditAttest/Pages/ImprovingClarityASB
Standards.aspx. Also, two publications specifically discuss the clarity standards:

r

r

The AICPA Audit Risk Alert Understanding the Clarified Auditing Standards—2012 (product nos. ARACLA12P, ARACLA12E,
or ARACLA12O) identifies the substantive and clarifying changes
in requirements from the Clarity Project and includes a mapping
schedule tracking the pre-clarity standards to the clarified standards.
Additionally, the AICPA Audit Risk Alert Understanding the
Responsibilities of Auditors for Audits of Group Financial
Statements—2013 (product nos. ARAGRP13P, ARAGRP13E, or
ARAGRPO) provides additional guidance for implementing AU-C
section 600.

.166 These publications are available at www.cpa2biz.com. Additionally,
see the section "Resource Central" for ways to obtain the codified clarity
standards.

On the Horizon
.167 Auditors should keep abreast of accounting developments and upcoming guidance that may affect their engagements. The following sections
present brief information about some ongoing projects that have particular
significance to the investment companies industry. Remember that exposure
drafts are nonauthoritative and cannot be used as a basis for changing existing
standards.
.168 Information on, and copies of, outstanding exposure drafts may be
obtained from the various standard-setters' websites. These websites contain
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in-depth information about proposed standards and other projects in the
pipeline. Many more accounting and auditing projects exist in addition to
those discussed here. Readers should refer to the Audit Risk Alert General
Accounting and Auditing Developments—2013/14 (product nos. ARAGEN13P,
ARAGEN13E, or WGE-XX), for further information.

Money Market Fund Reform
.169 In June 2013, the SEC released Proposed Rule Release No. 33-9408,
"Money Market Fund Reform; Amendments to Form PF." The release proposes
two alternatives for amending the rules that govern money market funds. At
the heart of the proposal, the two alternatives would require either of the
following:
a. Floating NAV. Requires prime institutional money market funds
(not retail or government funds) to "float" their NAV per share
b. Standby liquidity fees and gates. Require that a money market
fund (other than a government fund) whose weekly liquid assets
fall below 15 percent of its total assets (half the required amount)
be required to impose a liquidity fee of 2 percent on all redemptions
(unless the fund's board determines that the liquidity fee is not in
the best interest of the fund)
.170 Under the first alternative, the money market funds subject to this
reform would sell and redeem shares at prices that reflect the value using
market-based factors of their portfolio securities and would not "penny round"
their prices. Rather, they would round their prices to the nearest basis point
(that is, the nearest 1/100 percent of NAV per share, for example, to the nearest
$.0001 for a typical $1.00 NAV). In other words, the daily share prices of these
money market funds would "float," which means that each fund's NAV would
fluctuate along with changes, if any, in the value using market-based factors
of the fund's underlying portfolio of securities. Money market funds would only
be able to use amortized cost valuation to the extent other mutual funds are
able to do so—when the fund's board of directors determines, in good faith, that
the fair value of debt securities with remaining maturities of 60 days or less is
their amortized cost, unless the particular circumstances warrant otherwise.8
.171 Government and retail money market funds would be exempt from
the floating NAV alternative, and they would not have to adopt the basis point
rounding method previously mentioned. Rather, these funds could continue to
use the existing penny-rounding method of pricing, which provides for a 50basis point fluctuation in net assets and the NAV per share before being faced
with "breaking the buck" concerns (assuming a $1.00 NAV per share). However,
under the proposed rule, government and retail funds, although exempt from
the floating NAV alternative, would no longer be allowed to value portfolio
investments using the amortized cost method. These exempt funds would be
required to value portfolio securities using market-based factors, although they
could still use the amortized cost method to the extent other mutual funds are
able to do so. Although these market-based values would be less likely to affect a
fund's pricing due to the preserved penny-rounding method, the market-based

8
See Valuation of Debt Instruments by Money Market Funds and Certain Other Open-End
Investment Companies, Investment Company Act Release No. 9786 (May 31, 1977) [42 FR 28999
(June 7, 1977)].
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values would be required to be disclosed daily on the fund's website as part of
new disclosure requirements discussed in following paragraphs.
.172 A fund would be considered a "retail" fund if it limited redemptions
by a shareholder to no more than $1 million per business day, under the view
(and historical experience) that the shareholder base of these funds is less
concentrated and less likely to experience large and unexpected redemptions
that would be destabilizing.
.173 Under the second alternative, once the money market fund crosses
the 15-percent threshold for weekly liquid assets (as currently defined under
Rule 2a-7), the fund's board would (a) be required to impose a liquidity fee on
redeeming investors (unless the fund's board determines that the liquidity fee
is not in the best interest of the fund's shareholders) and (b) have the ability
to temporarily suspend redemptions (or "gate" the fund) for a limited period of
time if the board determines that doing so is in the fund's best interest. Such
a gate could be imposed, for example, if the liquidity fees were not proving
sufficient in slowing redemptions to a manageable level. Readers should note
that under this second alternative, money market funds could likely continue
to transact at a stable share price under normal conditions because the pennyrounding pricing methodology would be preserved (as described in the previous
paragraph). The second alternative would require all types of money market
funds to value portfolio securities using market-based factors, although they
could still use the amortized cost method to the extent other mutual funds
are able to do so. These market-based values would likely not affect a fund's
pricing due to the preserved penny rounding method but would affect the newly
required daily disclosures on the fund's website (as part of new disclosure
requirements discussed in following paragraphs).
.174 The release also explains that under the second alternative, money
market funds would be required to promptly and publicly disclose the fund
crossing the 15-percent weekly liquid asset threshold, the imposition and removal of any liquidity fee or gate, and a discussion of the board's analysis in
determining whether to impose a fee or gate.
.175 These alternatives are not necessarily mutually exclusive; the SEC's
release discusses a potential combination of the two alternatives.
.176 The release also proposes the following requirements that would
apply under either alternative:

r

Enhanced disclosure requirements (varying depending on the alternative proposal adopted) that are intended to improve the
transparency of risks present in money market funds, including
— daily website disclosure of funds' daily and weekly liquid assets, market-based NAV per share, and historic
instances of sponsor support and

r

— new disclosure of certain current events, including portfolio security defaults, sponsor support, and a fall in the
market-based price of the fund below $0.9975.
Amendments to Form N-MFP to provide additional information
relevant to assessing the risk of funds and make this information
public immediately upon filing. In addition, the SEC is proposing to require that a large liquidity fund adviser (a liquidity fund
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r

r

adviser managing at least $1 billion in combined money market
fund and liquidity fund asset) that manages a private liquidity
fund provide security-level reporting on Form PF that is substantially the same as that required to be reported by money market
funds on Form N-MFP.
Tighten the diversification requirements of Rule 2a-7 by requiring consolidation of certain affiliates for purposes of the 5-percent
issuer diversification requirement, requiring money market funds
to aggregate all of the asset-backed securities vehicles sponsored
by the same entity for purposes of the 10-percent guarantors diversification limit described in Rule 2a-7, and removing the so-called
"25 percent basket."
Amend the stress testing provision of Rule 2a-7 to enhance how
funds stress test their portfolios and require that money market
funds stress test against the fund's level of weekly liquid assets
falling below 15 percent of total assets.

.177 The full text of this proposed rule may be accessed from the SEC's
Proposed Rules page at www.sec.gov. Users of this alert should remain aware
of further developments.

FASB and IASB Joint Project on Revenue Recognition
.178 The joint Revenue Recognition project of FASB and the IASB intends
to clarify the principles for recognizing revenue and develop a common revenue
standard for GAAP and IFRSs that would

r
r
r
r

remove inconsistencies and weaknesses in existing revenue recognition standards;
provide a more robust framework for addressing revenue recognition issues;
improve comparability of revenue recognition practices across entities, industries, jurisdictions, and capital markets; and
simplify the preparation of financial statements by reducing the
number of requirements to which entities must refer.

.179 FASB's most recent exposure draft was released in January 2012 as
proposed ASU Revenue Recognition Topic (605): Revenue from Contracts with
Customers—Proposed Amendments. The core principle of the proposed standard is that an entity would recognize revenue from contracts with customers
when it transfers promised goods or services to the customer. The amount of
revenue recognized would be the amount of consideration promised by the customer in exchange for the transferred goods or services. This proposed model
requires an entity to evaluate its contracts and the underlying terms to determine the appropriate revenue recognition.
.180 Under the proposed revenue recognition model, investment advisers (particularly for hedge funds and private equity funds) would face new
challenges to meet the requirements to recognize performance fees. Under
the current guidance, FASB ASC 605-20-S99 provides two acceptable methods
for recognizing revenue during interim periods for arrangements that contain
performance-based fees that are not finalized until the end of a period specified
in a contract. Under the first method, advisers do not record any incentive fee
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income until the end of the contract term. The other method allows performance fees to be accrued based on a hypothetical liquidation of the managed
entities' assets at fair value as of the reporting date. However, sometimes these
performance-based fees are finalized annually, and other times, these fees are
not finalized until the end of the fund (which could be 10–15 years after its
inception). Thus, the reporting entity must make a policy election concerning
which method to use and disclose the policy in accordance with FASB ASC
235-10-50 and SEC Staff Accounting Bulletin Topic 13, Revenue Recognition.
.181 As currently drafted, the new standard would eliminate this policy
election and require recognition of the performance fees once it becomes essentially fixed (upon actual sale of investments or meeting other performance
criteria and the fee is crystallized). Commenters to FASB's proposal indicated
that the constraint of the amount the entity is reasonably assured to be entitled
and can recognize as revenue may result in the deferral of significant amounts
of revenue until long after cash has been received by the fund and distributed to
employees (as compensation). Further, the proposed ASU (and subsequent revisions occurring during FASB board meetings) contains guidance that would
supersede certain existing guidance in FASB ASC 946-605.
.182 Example 13 of the proposed ASU uses management fees to illustrate
the guidance for constraining cumulative revenue to amounts that are reasonably assured. The example includes a scenario of an entity entering into a
contract with a client to provide asset management services for one year. However, the definition of a client for this purpose, and the party that should be
considered as the investment adviser's client (for example, assume an investor
purchased shares in a mutual fund managed by the adviser), is not specifically
described in the example. Under current industry practice, the fund itself is
considered the client. However, if the investor is the client, an entity may need
to consider the length of time an investor is expected to be invested in the
fund and develop an expectation of revenue throughout that period. Typically,
investment advisers renew contracts each year through their distributor, and
the fund pays the distributor a fee based on average net assets.
.183 Readers should remain alert for developments on this topic, which
can be accessed from the Project Roster and Status page at www.fasb.org.

Financial Instruments Project
.184 In February 2013, FASB issued the proposed ASU Financial
Instruments—Overall (Subtopic 825-10): Recognition and Measurement of Financial Assets and Financial Liabilities.
.185 As currently drafted, the proposed ASU would allow entities following specialized industry guidance in FASB ASC 946 to continue following
certain industry-specific accounting guidance, including

r
r

the existing initial measurement and subsequent measurement
guidance in FASB ASC 946-320-35 for investments in debt and
equity securities.
the existing measurement guidance on
— dividends and interest,
— investment securities sold,
— capital stock sold, and
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r

other accounts receivable, such as receivables from related parties, including expense reimbursement receivables from affiliates and receivables for variation margin
on open futures contracts.

the existing measurement guidance on foreign currency gains or
losses in FASB ASC 946-830.

.186 Although certain specialized accounting guidance for investment
companies is retained, the new standard, as currently proposed, would affect
the measurement, presentation, and disclosure of financial instruments held
by investment companies in certain circumstances. Investment companies that
hold financial assets and financial liabilities not specifically addressed through
industry-specific guidance in FASB ASC 946 would be required to follow the
new recognition and measurement model outlined in the proposed ASU. For
example, some types of financial liabilities commonly held by investment companies would be required to be subsequently measured at fair value in the statement of financial position. Specifically, the proposed ASU states that liabilities
that meet either of the following conditions would be subsequently measured
at fair value: (a) the entity's business strategy at incurrence of the liability is
to subsequently transact at fair value (for example, to transfer the obligation
to a third party), or (b) the financial liability results from a short sale. The
proposed ASU also explains that "[i]f the contractual terms of a nonrecourse
financial liability requires the entity to settle the entire liability with only the
cash flows from the related financial assets, the entity should . . . subsequently
measure that liability on the same measurement basis as the related financial
assets. . . . " Therefore, as an example, if such a liability is used to finance investments carried at fair value through earnings, the liability would also be carried
at fair value through earnings. Finally, investment companies would also apply
the relevant presentation and disclosure requirements in the proposed ASU.
.187 Investor entities within the scope of the proposed ASU would have to
fully adopt the new financial instruments measurement model. Among other
requirements, such entities would be required to recognize the change in value
for all equity securities within the income statement, rather than other comprehensive income. This requirement could potentially affect the way investor
entities manage their fund investments, including money market funds and
bond funds, in a way that increases volatility.
.188 Readers should remain alert for developments on this topic, which
can be accessed from the Project Roster and Status page at www.fasb.org.

Transfers and Servicing Project
.189 FASB's Transfers and Servicing project initially intended to improve financial reporting about repurchase agreements and other transfers
with forward agreements to repurchase transferred assets, which would include clarifying guidance for distinguishing repurchase transactions (and other
transactions with similar attributes) as either sales or secured borrowings and
improve disclosures about such transactions. However, in May 2013, after consideration of comments received on the most recently proposed ASU Transfers
and Servicing (Topic 860): Effective Control for Transfers with Forward Agreements to Repurchase Assets and Accounting for Repurchase Financings, FASB
decided to change the objective of the project. FASB currently intends to address concerns arising from transfers of financial assets with contemporaneous
agreements that convey significant risks to the transferor (regardless of the

ARA-INV .186

61

Investment Companies Industry Developments—2013/14

transaction). FASB has tentatively decided to address the current objective by
retaining the current effective control model and requiring additional disclosures for transfers of financial assets with contemporaneous agreements that
result in the transferor retaining risks associated with the transferred financial asset. FASB plans to develop and deliberate on a disclosure package that
is consistent with the current project. Readers should remain alert for developments on this topic, which can be accessed from the Project Roster and Status
page at www.fasb.org.

Consolidation Project
.190 In November 2011, FASB issued a proposed ASU in connection with
the joint project on consolidation, which is the result of FASB's and the IASB's
efforts to develop consistent guidance. The amendments in this proposed ASU
would rescind the indefinite deferral in ASU No. 2010-10, Consolidation (Topic
810): Amendments for Certain Investment Funds, and would require all variable interest entities (VIEs) to be evaluated for consolidation under the revised
guidance. FASB noted in the proposed ASU that it does not intend the application of the proposed ASU to result in money market funds being consolidated.
The proposed guidance would clarify whether a decision maker is using its
power as a principal or an agent, which would affect the determination of
whether the entity is a VIE, and if so, whether a reporting entity should consolidate the entity being evaluated. When assessing whether a decision maker
is using its power as an agent or a principal, the assessment would focus on the
rights held by other parties, the compensation to which the decision maker is
entitled, and the decision maker's exposure to variability of returns from other
interests that it holds in the entity. The proposed amendments also change
the requirements for determining whether a general partner controls a limited
partnership to be consistent with the principal versus agent analysis developed
for evaluating VIEs. Rather than focusing on whether a simple majority of the
limited partners hold substantive kick-out rights or participating rights, the
general partner would evaluate whether it uses its decision-making authority
in a principal or an agent capacity. Readers should remain alert for updates
on this joint project, which can be accessed from the Project Roster and Status
page on www.fasb.org.

PCAOB Pricing Sources Task Force
.191 The PCAOB, as announced at the Standing Advisory Group (SAG)
meeting on March 24, 2011, formed a task force known as the Pricing Sources
Task Force. The task force focuses on the auditing of fair value of financial
instruments that are not actively traded and the use of third-party pricing
sources. It intends to assist the PCAOB's Office of the Chief Auditor to gain
insight into current issues related to auditing the fair value of financial instruments, which may result in the development of new standards or guidance. The
task force comprises several members of the SAG, as well as other investors,
preparers, and auditors and representatives from pricing services and brokers.
No analyses, public meetings, communications, or findings have been released
publically since formation of the task force in 2011. Readers should be alert
to developments and are encouraged to visit the Pricing Sources Task Force
webpage at www.pcaobus.org.
.192 Although the Pricing Sources Task Force has not yet provided findings or communications on this topic, the Expert Panel discussed certain best
practices on this topic during the December 12, 2012, meeting. The Expert
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Panel acknowledged that recent PCAOB inspection reports have found issue
with firms that tested fair values of financial instruments by obtaining fair
values from outside pricing sources that were the same pricing source the issuer had used to measure the instrument. The Expert Panel explained that
as a best practice, audit firms generally use a pricing vendor that is different
than the vendor used by the client, when available. In all situations, the auditor may consider performing the following audit procedures when utilizing a
third-party pricing service:

r
r
r
r

Gain an understanding of the methodologies and inputs used to
determine the fair value
Perform additional procedures, such as analytical procedures,
back-testing, and so on
Ensure the third-party pricing source in question is a well-known
industry-accepted vendor
Review the client's policies and documentation surrounding its
internal controls and due diligence surrounding the fair values
obtained from the pricing vendor, including but not limited to
—

well-documented and functioning challenge process

—

periodic "deep dives"

—

back-testing

.193 It is important that the auditor's testing procedures allows the auditor to "get behind" the inputs and assumptions in the vendor's model. The
auditor should ensure that all procedures and conclusions are clearly documented within the audit working papers.

Resource Central
.194 The following are various resources that practitioners engaged in the
investment company industry may find beneficial.

Publications
.195 Practitioners may find the following publication useful. Choose the
format best for you—print, e-book, or online.

r

Audit and Accounting Guide Investment Companies—2013 (product nos. AAGINV13P, AAGINV13E], or WIN-XX)

Webcasts
.196 Stay plugged in to what is happening and earn continuing professional education (CPE) credit right from your desktop. AICPA webcasts are
high-quality CPE programs that bring you the latest topics from the profession's leading experts. Broadcast live, they allow you to interact with the presenters and join in the discussion. If you cannot make the live event, each webcast is archived and available for viewing. For additional details on available
webcasts, please visit www.cpa2biz.com/AST/AICPA CPA2BIZ Browse/Store/
Webcasts.jsp.
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Member Service Center
.197 To order AICPA products, receive information about AICPA activities, and get help with your membership questions, call the AICPA Service
Center Operations at 888.777.7077.

Hotlines
Accounting and Auditing Technical Hotline
.198 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the
AICPA's Accounting and Auditing Technical Hotline. AICPA staff will research
your question and call you back with the answer. The hotline is available
from 9 a.m. to 8 p.m. ET on weekdays. You can reach the Technical Hotline
at 877.242.7212 or online at www.aicpa.org/Research/TechnicalHotline/Pages/
TechnicalHotline.aspx. Members can also e-mail questions to aahotline@aicpa.org. Additionally, members can submit questions by completing a
Technical Inquiry form found on the same website.

Ethics Hotline
.199 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at 888.777.7077 or by e-mail at ethics@aicpa.org.

AICPA Online Professional Library: Accounting
and Auditing Literature
.200 The AICPA has created your core accounting and auditing library online. The AICPA Online Professional Library is now customizable to suit your
preferences or your firm's needs. You can also sign up for access to the entire
library. Get access—anytime, anywhere—to the FASB Accounting Standards
Codification® ; the AICPA's latest Professional Standards, Technical Practice
Aids, Audit and Accounting Guides, Audit Risk Alerts, Accounting Trends &
Techniques; and more. To subscribe to this essential online service for accounting professionals, visit www.cpa2biz.com.

Codified Clarity Standards
.201 The best way to obtain the codified clarity standards is with a subscription to AICPA Professional Standards in the AICPA Online Professional
Library. Although the individual SASs are available in paperback, this online
codified resource is what you need to update your firm audit methodology
and begin understanding how clarity standards change certain ways you
perform your audits. Visit www.cpa2biz.com/AST/AICPA CPA2BIZ Specials/
MostPopularProductGroups/AICPAResourceOnline/PRD˜PC-005102/PC005102.jsp for online access to AICPA Professional Standards.
.202 You can also get the clarified standards in paperback format.
Codification of Statements on Auditing Standards is published each spring
and includes the clarified auditing standards and the attestation standards.
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Professional Standards, which has the full complement of AICPA standards,
is published each summer.
.203 The codification of clarified standards includes various resources:

r
r
r
r

A preface, "Principles Underlying the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards"
A glossary of terms defined in the standards
An appendix describing the differences between GAAS and the
ISAs
A table mapping the pre-clarity AU sections to the clarified AU
sections

Financial Reporting Center of AICPA.org
.204 CPAs face unprecedented changes in financial reporting. As such,
the AICPA has created the Financial Reporting Center to support you in the
execution of high-quality financial reporting. This center provides exclusive
member-only resources for the entire financial reporting process and can be
accessed at www.aicpa.org/frc.
.205 The Financial Reporting Center provides timely and relevant news,
guidance, and examples supporting the financial reporting process. You will
find resources for accounting, preparing financial statements, and performing
various types of engagements, including compilation and review, audit and
attest, and assurance and advisory.
.206 For example, the Financial Reporting Center offers a dedicated section to the Clarity Project. For the latest resources available to help you implement the clarified standards, visit the "Improving the Clarity of Auditing
Standards" page at www.aicpa.org/SASClarity.

AICPA Industry Expert Panel—Investment Companies
.207 The AICPA Investment Companies Expert Panel serves the needs
of AICPA members on financial and business reporting and audit and attest matters. The Expert Panel protects the public interest by bringing together knowledgeable parties in the investment companies industry to deliberate and agree on key industry issues. For information about the activities of
the Expert Panel, visit the panel's webpage at www.aicpa.org/InterestAreas/
FRC/IndustryInsights/Pages/Expert Panel Investment Companies.aspx.

Real Estate Information Standards Handbook Resource
.208 Certain private investment partnerships may invest in real estate
assets.9 When a real estate investment fund meets the definition of an investment company and the related scope criteria of FASB ASC 946, the fund
follows all provisions of FASB ASC 946 and carries all real estate assets at
9
As discussed in sections 3 and 4 of the Real Estate Information Standards (REIS) Handbook
Volume II (2012 edition), entities may invest in real estate through various structures, including
directly owned real estate assets; investments in mortgage loans receivable; and investments in joint
ventures, limited partnerships, or limited liability companies that directly own real estate assets.
The underlying real estate assets may include land, buildings, construction in progress, tenant improvements, tenant allowances, furniture, fixtures and equipment, leasing commissions, capitalized
leasehold improvements, capitalized interest, capitalized real estate taxes, and real estate to be
disposed. These real estate assets are reported at fair value pursuant to FASB ASC 820.
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fair value pursuant to FASB ASC 820. Real estate investment funds within
the scope of FASB ASC 946 may be referred to within the industry as nonoperating model funds, as prescribed by the Real Estate Information Standards
(REIS) Handbook Volume II (2012 edition).10 When applicable, readers may
consider utilizing the REIS Handbook, which includes detailed nonauthoritative guidance and illustrative financial statements and disclosures that are
specific to real estate investment funds, their investments, and their individual
real property assets.

Industry Websites
.209 The Internet covers a vast amount of information that may be valuable to auditors of investment companies, including current industry trends
and developments. Some of the more relevant sites for auditors with investment company clients include those shown in the following table:
Organization

Website

Investment Company Institute

www.ici.org

Securities and Exchange Commission

www.sec.gov

Commodities Futures Trading Commission

www.cftc.gov

Financial Industry Regulation Authority

www.finra.org

Mutual Fund Directors Forum

www.mfdf.com

Independent Directors Council

www.idc.org

.210 The financial services practices of some of the larger CPA firms
also may contain industry-specific auditing and accounting information that is
helpful to auditors.

10
Section 2.04 of the REIS Handbook discusses a second fair value accounting model that may
be used by certain real estate investment entities. This second model, referred to as the operating
model, does not follow FASB ASC 946, Financial Services—Investment Companies, because it provides for consolidation of controlled investees and variable interest entities pursuant to FASB ASC
810, Consolidations, and equity method accounting for investees when "significant influence" criterion
is met in accordance with FASB ASC 323, Investments—Equity Method and Joint Ventures. When
applicable, readers may consider utilizing the REIS Handbook for detailed nonauthoritative accounting guidance and illustrative financial statements for real estate investment entities that follow the
operating model.
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